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PREFACE 

On  March  28,  1989,  the  U.S.  Supreme  Court  overturned  a  Michigan  income 
tax  law  in  Davis  v.  Michigan  that  provided  a  full  exemption  from  state 
taxation  of  retirement  benefits  paid  by  state  and  local  governments  but 
provided  only  a  partial  exemption  of  federal  retirement  income.    The  Court 
ruled  that  retirement  benefits  received  by  federal  retirees  must  be  taxed  in 
the  same  manner  as  those  received  by  state  and  local  government  retirees. 

Because  the  Montana  system  of  taxing  retirement  income  at  the  time  of  the 
Davis  decision  was  similar  to  that  of  Michigan,  two  bills  dealing  with  the 
taxation  of  retirement  income  were  considered  late  in  the  1989  Regular 
Session.    Several  bills  were  also  introduced  in  the  June  1989  Special 
Session.    None  of  the  measures  introduced  in  either  the  regular  session  or 
the  special  session  were  enacted  into  law. 

The  issue  was  (finally)  resolved  during  the  1991  Regular  Session  with  the 
passage  of  Senate  Bill  No.  226.   Among  other  things,  the  new  law  equalized 
the  taxation  of  all  retirement  income,  regardless  of  source,  and  provided  an 
"adjustment  payment"  for  state  and  local  retirees  to  offset  the  tax  liability  on 
their  previously  exempt  retirement  income.    In  its  final  form.  Senate  Bill  No. 
226  directed  the  Revenue  Oversight  Committee  to  study  issues  relating  to 
the  taxation  of  retirement  benefits. 

The  following  report  examines  the  retirement  issues  addressed  by  the 
Revenue  Oversight  Committee.    Chapter  One  summarizes  the  Davis  decision, 
the  Montana  Legislature's  response  to  the  decision,  and  the  legal  issues 
arising  from  the  way  retirement  income  was  taxed  and  from  the  passage  of 
Senate  Bill  No.  226.   Chapter  Two  describes  the  response  of  12  other  states 
to  the  Davis  decision.    Chapter  Three  shows  the  tax  impact  of  the  new  law 
on  state  and  local,  federal,  and  private  retirees  and  presents  a  limited 
number  of  options  for  taxing  retirement  income. 


CHAPTER  ONE 

LEGISLATIVE  AND  LEGAL  ISSUES  ARISING  FROM  THE  CHANGE 

IN  THE  TAXATION  OF  RETIREMENT  INCOME  IN  MONTANA 

IN  RESPONSE  TO  DAVIS  V.  MICHIGAN 

INTRODUCTION 

Senate  Bill  No.  226  (Chapter  823,  Laws  of  1991),  passed  and  approved 
during  the  52nd  Legislative  Session  in  response  to  the  Davis  decision  and  a 
state  court  decision,    significantly  revised  the  taxation  of  retirement  income 
in  Montana.    Senate  Bill  No.  226  also  directed  the  Revenue  Oversight 
Committee  to  study  issues  relating  to  the  taxation  of  retirement  benefits.    In 
its  study,  the  Committee  is  directed  to: 

•  study  the  taxation  of  retirement  benefits,  including  all  relevant 
permutations  of  income  sources  and  age  criteria; 

•  keep  informed  of  legal  developments  involving  the  taxation  of 
retirement  benefits;  and 

•  report  it  findings  and  recommendations  to  the  53rd 
Legislature. 

The  purpose  of  this  chapter  is  to  provide  background  information  on  the 
Davis  decision,  the  Montana  Legislature's  response  to  the  decision,  and  the 
legal  issues  in  Montana  arising  both  from  the  way  retirement  income  was 
taxed  and  from  the  passage  of  Senate  Bill  No.  226. 

THE  DAVIS  DECISION 

On  March  28,  1989,  the  U.S.  Supreme  Court  held  invalid  in  Davis  v. 
Michigan  Department  of  the  Treasury.  489  U.S.  803,  103  L.  Ed.  2d  891, 


109  S.  Ct.  1500  (1989),  a  Michigan  income  tax  law  that  provided  a  full 
exemption  from  state  taxation  of  state  and  local  government  pensions  but 
provided  only  a  partial  exemption  from  state  taxation  of  federal  pensions. 
The  Court  ruled  that  the  Michigan  law  violated  a  provision  (4  U.S.C.  section 
1 1 1 )  of  the  Public  Salary  Tax  Act  of  1  939  *  that  allows  the  state  taxation 
of 

.  .  .  pay  or  compensation  for  personal  services  as  an  officer  or 
employee  of  the  United  States  ...  if  the  taxation  does  not 
discriminate  against  the  officer  or  employee  because  of  the 
source  of  the  pay  or  compensation. 

The  State  of  Michigan  argued  that  section  1 1 1  applies  only  to  current 
employees  of  the  federal  government.    The  U.S.  Supreme  Court  concluded, 
however,  that  while  retirement  benefits  are  not  paid  during  the  time  an 
individual  is  employed  by  the  federal  government,  the  amount  of  benefits  an 
individual  receives  is  based  on  salary  and  years  of  service.   Therefore, 
retirement  benefits  are  compensation  for  services  rendered  "as  an  officer  or 
employee  of  the  United  States". 

The  Supreme  Court  also  rejected  the  argument  that  a  state  could 
discriminate  in  taxing  federal  benefits  if  there  was  a  rational  basis  for  doing 
so.    Michigan  claimed  that  it  had  an  interest  in  exempting  state  retirement 
benefits  as  an  inducement  for  hiring  and  retaining  qualified  employees.    The 
state  also  argued  that  the  discriminatory  tax  treatment  of  federal  retirees 
was  justified  because  federal  retirement  benefits  were,  on  the  average,  more 
generous  than  state  benefits.   The  Court  said  that  even  if  that  assertion     ' 
were  correct,  that 

...  [a]  tax  exemption  truly  intended  to  account  for  differences 
in  retirement  benefits  would  not  discriminate  on  the  basis  of 


The  primary  purpose  of  the  Public  Salary  Tax  Act  was  to  impose  the  federal  income  tax 
on  state  and  local  government  employees,  but  section  1 1 1  (section  4  of  the  original  Act) 
ensured  that  federal  employees  would  not  be  immune  from  state  taxation. 


source  of  those  benefits  .  .  .  rather,  it  would  discriminate  on 
the  basis  of  the  amount  of  benefits  received  by  individual 


retirees.* 


The  Michigan  law  violated  the  principle  of  intergovernmental  tax  immunity 
and  was  therefore  illegal  under  the  Supremacy  Clause  of  the  United  States 
Constitution.    The  U.S.  Supreme  Court  ruling  meant  that  retirement  benefits 
received  by  federal  retirees  may  not  be  taxed  in  a  manner  less  favorable  than 
for  state  and  local  retirees.   The  Court  noted  that  the  appropriate  remedy  to 
achieve  equal  treatment  in  the  taxation  of  public  retirement  benefits 
belonged  to  the  state. 

THE  MONTANA  LEGISLATURE'S  INITIAL  RESPONSE  TO  DAVIS 

The  1989  Legislative  Session 

Montana  law,  at  the  time  of  Davis,  provided  a  full  exclusion  from  taxation  of 
Montana  state  and  local  retirement  income.    All  other  retirees  (federal, 
private,  and  public  retirees  from  other  states)  were  entitled  to  exclude  up  to 
$3,600  of  retirement  income. 

Davis  was  decided  while  the  51st  Legislature  was  in  session.    Because  the 
Montana  method  of  taxing  public  employee  income  was  similar  to  Michigan's 
method,  two  bills  were  considered  to  deal  with  the  taxation  of  retirement 
income.    Senate  Bill  No.  468,  originally  introduced  to  extend  the  10  percent 
income  tax  surtax  to  provide  additional  funding  for  the  school  foundation 
program,  was  amended  to  reallocate  coal  severance  tax  money  to  the  school 
foundation  program  rather  than  extend  the  surtax.   The  House  of 
Representatives  significantly  revised  the  bill.   The  House  version  would  have 
repealed  the  existing  individual  income  tax  law  and  would  have  replaced  it 
with  an  income  tax  based  on  federal  liability.   The  bill  contained  a  provision 
to  exempt  from  taxation  retirement  income  (including  annuities,  pensions,  or 


The  Court's    reasoning,  however,  did  not  apply  to  the  disparity  in  the  tax  treatment 
between  public  and  private  retirees  that  is  common  in  many  states. 


endowments)  not  in  excess  of  $8,000,  regardless  of  source.    The  bill  died 
"in  the  process". 

Senate  Bill  No.  471  would  have  exempted  from  taxation  the  first  $16,000  of 
federal  or  state  and  local  retirement  benefits.    Private  retirees  would  still 
have  only  been  allowed  an  exemption  of  $3,600  of  retirement  income.   The 
bill  died  in  the  Senate  Taxation  Committee. 

The  June  1989  Special  Session 

Five  bills  were  introduced  during  the  June  1989  Special  Session  to  address 
the  taxation  of  retirement  income.    Senate  Bill  No.  4,  introduced  by  request 
of  the  Governor,  would  have  exempted  $12,000  (adjusted  by  the  inflation 
factor  in  15-30-101(8),  MCA)  of  retirement  benefits  for  all  public  and  private 
retirees  and  would  have  provided  an  expanded  definition  of  retirement 
income  (similar  to  that  eventually  adopted  in  1991  in  Senate  Bill  No.  226). 
That  expanded  definition  would  also  have  included  dividend  and  interest 
income  otherwise  subject  to  taxation  received  by  persons  62  years  of  age  or 
older.   The  bill  also  would  have  provided  an  additional  tax  exemption  for  an 
amount  based  on  state  taxes  paid  by  an  employee  on  contributions  made  to 
a  pension  fund  or  annuity.    The  bill  was  amended  to  limit  the  exemption  on 
retirement  income  to  $18,000  (unadjusted  for  inflation)  for  individuals  62 
years  of  age  or  older.    The  total  exclusion  was  limited  to  the  lesser  of 
retirement  benefits  plus  the  adjustment  for  taxes  previously  paid  on 
contributions  or  retirement  benefits  plus  exempt  interest  and  dividends.    On 
second  reading,  the  bill  was  rereferred  to  the  Senate  Taxation  Committee, 
where  it  died. 

House  Bill  No.  5  would  have  exempted  from  taxation  $12,000  of  retirement 
benefits  received  by  federal,  state  (including  benefits  received  from  another 
state's  public  retirement  system),  and  private  retirees.    The  bill  also  directed 
the  Revenue  Oversight  Committee,  with  the  addition  of  five  nonlegislative 
members,  to  study  the  taxation  of  retirement  income.   The  bill  passed  the 
House  and  was  sent  to  the  Senate.   The  Senate  amended  House  Bill  No.  5  to 


include  language  from  Senate  Bill  No.  4  that  provided  an  additional 
exemption  for  state  taxes  already  paid  by  an  employee  on  contributions 
made  to  a  pension  fund  or  annuity.    The  Senate  also  amended  the  bill  to 
allow  the  indexation  of  the  benefit  exclusion  to  inflation.    These 
amendments  were  rejected  by  the  House.    Three  other  House  bills  dealing 
with  the  taxation  of  retirement  income  all  died  in  the  House  Taxation 
Committee.    House  Bill  No.  37  resurrected  the  House  version  of  Senate  Bill 
No.  468  from  the  1989  Regular  Session  that  would  have  imposed  an  income 
tax  based  on  federal  liability  and  would  have  provided  for  an  $8,000 
exclusion  of  retirement  income  regardless  of  source  (public  or  private). 
House  Bill  No.  43  would  have  exempted  from  taxation  all  federal  retirement 
benefits,  while  House  Bill  No.  47  would  have  provided  a  uniform  exemption 
of  $3,600  of  retirement  income  and  would  have  provided  a  temporary  8 
percent  increase  in  retirement  benefits  for  Montana  state  and  local  retirees. 

The  June  1989  Special  Session  ended  with  no  resolution  to  the  taxation  of 
retirement  income. 


SHEEHYI* 


Shortly  after  the  end  of  the  1 989  Regular  Session,  a  lawsuit  was  filed  in  the 
First  Judicial  District  Court  of  Lewis  and  Clark  County  (Sheehy  v.  State  of 
Montana,  Department  of  Revenue).^    The  lawsuit  sought  an  injunction 
against  the  further  taxation  of  federal  civil  service  and  U.S.  military 
retirement  income  for  tax  year  1989  and  succeeding  tax  years  or  until  the 
Legislature  provided  for  the  nondiscriminatory  taxation  of  all  federal 
retirement  income.    In  addition,  the  lawsuit  requested  that  the  Department  of 
Revenue  be  required  to  refund  taxes  paid  in  prior  years  on  federal  retirement 
income,  subject  to  the  statute  of  limitations.   The  lawsuit,  however,  was  not 
decided  until  after  the  June  1989  Special  Session. 


The  Montana  Department  of  Revenue  has  designated  the  lawsuit  challenging  the  state 
taxation  of  federal  retirement  income  and  the  lawsuit  challenging  the  constitutionality  of  Senate 
Bill  No.  226  as  "Sheehy  I"  and  "Sheehy  M",  respectively. 


The  Department  agreed  that  the  partial  exemption  of  federal  retirement 
income  was  discriminatory  and  therefore  illegal  for  the  reasons  stated  in 
Davis.    In  September  1989,  the  District  Court  Judge  ordered  the  Department 
of  Revenue  to  exclude  from  taxation  all  federal  retirement  income  for  tax 
year  1989  and  succeeding  tax  years  until  the  issue  was  resolved  by  the 
Montana  Legislature.   The  District  Court  denied  the  request  for  refunds,  and 
the  plaintiffs  appealed  that  decision  to  the  Montana  Supreme  Court. 

The  Montana  Supreme  Court  affirmed,  by  a  5-to-2  majority,  the  decision  of 
the  District  Court  that  federal  retirees  were  not  entitled  to  refunds  on  taxes 
paid  prior  to  the  rendering  of  the  Davis  decision.    In  Davis,  the  state  of 
Michigan  conceded  that  refunds  would  be  appropriate  if  the  U.S.  Supreme 
Court  found  in  favor  of  the  plaintiff.    Thus,  the  U.S  Supreme  Court  did  not 
actually  consider  whether  refunds  should  be  granted. 

In  the  Sheehy  I  majority  opinion,  the  Montana  Supreme  Court  noted  that  the 
U.S.  Supreme  Court,  in  Chevron  Oil  v.  Huson,  404  U.S.  97,  30  L.  Ed.  2d 
296,  92  S.  Ct.  349  (1971),  recognized  three  factors  in  determining  whether 
a  rule  of  nonretroactive  application  of  a  judicial  decision  should  be  adopted. 

The  first  factor  is  whether  the  decision  establishes  a  new  principle  of  law  by 
overturning  established  precedent  or  by  deciding  an  issue,  the  resolution  of 
which  could  not  have  been  foreshadowed.    The  second  factor  is  whether  a 
retroactive  application  advances  or  retards  the  rule  in  question  (in  this  case 
intergovernmental  tax  immunity).    The  third  factor  is  whether  substantial 
inequity  will  result  from  retroactive  application. 

With  respect  to  the  first  factor,  the  majority  agreed  with  the  argument  made 
by  the  Montana  Department  of  Revenue  that  Davis  required  three  extensions 
of  prior  law.   The  first  extension  of  prior  law  was  that  while  retirement 
income  is  not  disbursed  during  the  time  an  individual  is  working  for  the 
federal  government,  it  is  based  on  compensation  and  years  of  service  and, 
as  noted  above,  falls  within  the  category  of  compensation  for  services 


rendered  as  an  officer  or  employee  of  the  United  States.   The  second 
extension  of  prior  law  occurred  when  the  U.S.  Supreme  Court  concluded 
"that  the  protection  against  discriminatory  taxation  retained  under  4  U.S.C. 
[section]  1 1 1  is  coextensive  with  the  [constitutional]  protection  under  the 
doctrine  of  intergovernmental  tax  immunity  .  .  .".^   The  third  extension  of 
prior  law  made  in  Davis  is  that  the  U.S.  Supreme  Court  "decided  that  a 
'significant  difference'  standard  should  be  used  rather  than  one  of  the 
standards  typically  applied  in  equal  protection  cases". ^  The  Montana 
Supreme  Court  concluded  that  because  the  Davis  required  three  extensions 
of  prior  law,  the  result  was  not  foreshadowed. 

With  respect  to  the  second  factor,  the  Montana  Supreme  Court  concluded 
that  because  the  result  of  Davis  was  not  foreshadowed,  the  legality  of  the 
way  Montana  taxed  retirement  income  was  not  in  question  until  Davis. 
Thus,  the  retroactive  application  of  Davis  would  not  promote 
intergovernmental  tax  immunity. 

With  respect  to  the  third  factor,  the  Montana  Supreme  Court  reasoned  that 
because  Davis  was  not  foreshadowed  and  because  taxes  collected  from 
federal  retirees  were  not  illegally  collected,  retroactive  refunds  would  impose 
an  inequitable  financial  burden  on  other  Montana  taxpayers.   The  Court 
noted  that  between  the  time  that  4  U.S.C.  section  1 1 1  was  enacted  in  1939 
and  the  time  of  the  Davis  decision,  22  states  had  adopted  methods  of 
taxation  that  gave  preferential  tax  treatment  to  state  retirees  over  other 
retirees. 

If  the  U.S.  Supreme  Court  hears  an  appeal  on  Sheehv  I.  it  will  likely  be  in 
conjunction  with  similar  appeals  filed  from  other  states.* 

THE  1991  LEGISLATIVE  SESSION 

During  the  52nd  Legislature,  several  bills  were  introduced  that  dealt  with  the 
taxation  of  retirement  income.   The  Legislature  had  to  deal  with  at  least 


three  issues  related  to  the  taxation  of  retirement  income.    The  first  issue 
was  an  estimated  revenue  loss  of  more  than  $15  million  over  2  years  as  a 
result  of  the  exemption  of  federal  retirement  income  from  taxation.  The 
second  issue  was  a  tax  structure  that  treated  private  retirees  and  public 
retires  from  other  states  differently  than  federal  and  Montana  state  retirees. 
The  third  issue  was  whether  to  provide  additional  retirement  benefits  to 
Montana  public  retirees  to  offset  a  loss  in  total  exemption  from  taxation  of 
retirement  income. 

Three  of  the  five  bills  dealing  with  retirement  income  were  tabled  by  the 
taxation  committee  in  the  house  in  which  the  bills  were  introduced.    Senate 
Bill  No.  124  would  have  provided  a  $12,000  exemption  from  taxation  of 
federal,  state,  and  private  retirement  income.    Senate  Bill  No.  218  would 
have  limited  the  exemption  of  retirement  income  to  $3,600,  but  would  have 
provided  a  supplemental  allowance  to  Montana  state  and  local  retirees  based 
on  the  amount  of  taxes  paid  on  their  retirement  income.    House  Bill  No.  900, 
the  major  provisions  of  which  were  amended  into  Senate  Bill  No.  226,  was 
tabled    in  committee.    A  fourth  bill  (House  Bill  No.  959),  which  would  have 
generally  revised  the  individual  income  tax  laws,  including  the  elimination  of 
any  tax  exemption  of  retirement  income,  was  amended  to  become  a  bill  to 
change  the  requirements  for  receiving  an  extension  for  filing  an  income  tax 
return  and  was  enacted  as  Chapter  796,  Laws  of  1991. 

Senate  Bill  No.  226  as  originally  introduced  would  have  equalized  the 
taxation  of  retirement  benefits  by  providing  a  $10,000  exclusion  for  all 
retirees  with  a  total  federal  adjusted  gross  income  of  $35,000  or  less.   The 
bill,  as  amended  in  the  Senate  Taxation  Committee,  incorporated  the  basic 
provisions  of  House  Bill  No.  900.   The  amended  bill  provided  for  a  $3,600 
exemption  of  all  retirement  benefits  and  for  an  annual  retirement  adjustment 
payment  for  state  and  local  retirees  who  were  Montana  residents.    The 
Senate  version  stipulated  that  a  flat  rate  adjustment  payment  be  made  to 
state  and  local  retirees  rather  than  using  the  graduated  payment  mechanism 
contained  in  House  Bill  No.  900.   The  purpose  of  this  provision  was  an 


attempt  to  "hold  harmless"    Montana  public  retirees  for  the  loss  of  the  full 
exclusion. 

As  finally  adopted,  the  adjustment  payment  is  equal  to  2.5  percent  of  the 
total  benefits  paid  by  the  Public  Employees'  Retirement  Board  and  the 
Teachers'  Retirement  Board.    The  adjustment  payment  is  based  on  the 
benefits  paid  by  each  system  in  the  prior  calendar  year  and  on  the  annual 
benefit  to  which  each  Montana  resident  is  entitled.* 

The  House  further  amended  the  bill  to  clarify  the  definition  of  retirement 
income.    In  addition  to  generally  conforming  the  definition  of  retirement 
income  to  the  federal  tax  code,  the  House  specified  that  military  retirement 
income  and  fully  matured  private  annuities  received  upon  retirement  were 
included  in  the  definition.    House  amendments  also  directed  the  Revenue 
Oversight  Committee  of  the  Montana  Legislature  to  conduct  a  study  of  the 
taxation  of  retirement  income.   A  free  conference  committee  further 
amended  the  bill  to  provide  that  the  $3,600  exemption  be  reduced  by  $2  for 
every  $1  dollar  of  federal  adjusted  gross  income  received  in  excess  of 
$30,000.   The  bill  passed  both  houses  of  the  Montana  Legislature  and  was 
signed  into  law  as  Chapter  823,  Laws  of  1991,  by  the  Governor  on  May  24, 
1991. 

SHEENY  II 

The  ink  had  barely  dried  on  Senate  Bill  No.  226  when  a  lawsuit  (Sheehy  v. 
Public  Employees  Retirement  Division,  Cause  No.  CDV-91-865)  was  filed  in 
the  First  Judicial  District  Court  challenging  the  constitutionality  of  the  new 
law.   The  plaintiffs  in  the  case  make  five  claims. 

The  first  claim  is  that  Senate  Bill  No.  226  violates  the  original  purpose 
doctrine  of  Article  V,  section  1 1,  subsection  (1),  of  the  Montana 
Constitution.    That  subsection  states  in  part  that  "[a]  law  shall  be  passed  by 


See  Chapter  Three  for  a  fuller  discussion  of  the  adjustment  payment. 


bill  which  shall  not  be  so  altered  or  amended  on  its  passage  through  the 
legislature  as  to  change  its  original  purpose".    The  plaintiffs  assert  that  the 
original  purpose  of  Senate  Bill  No.  226  was  to  equalize  the  taxation  of 
retirement  income.   The  bill,  as  amended,  provides  an  adjustment  payment 
for  state  and  local  retirees  who  are  Montana  residents,  provides  a  statutory 
appropriation  for  the  adjustment  payment,  and  authorizes  a  study  of  the 
taxation  of  retirement  benefits.   These  amendments,  according  to  the 
plaintiffs,  all  violate  the  principle  of  original  purpose. 

The  second  claim  is  that  the  Legislature  improperly  delegated  authority  to 
the  Public  Employees'  Retirement  Board  and  the  Teachers'  Retirement  Board 
in  subsections  (3){a)  and  (3)(b)  of  section  5  (codified  as  19-1 5-1 02{3)(a)  and 
{3){b),  MCA).    Subsection  (3)(a)  directs  the  retirement  boards  to  distribute 
the  adjustment  payments  to  members  of  the  retirement  systems,  and 
subsection  (3)(b)  grants  rulemaking  authority  to  the  boards.   These 
provisions,  according  to  the  plaintiffs,  provide  no  standards  for  determining 
who  is  eligible  for  the  adjustment  payment  or  for  determining  how  the  2.5 
percent  adjustment  payment  will  be  allocated  to  individual  members. 

The  third  claim  is  that  the  adjustment  payment  to  state  and  local  retirees  and 
the  phase-out  of  the  $3,600  exemption  constitutes  discriminatory  taxation 
of  federal  retirees  and  therefore  violates  4  U.S.C.  section  111. 

The  fourth  claim  is  that  state  and  local  retirees  have  a  vested  right  to  receive 
the  full  amount  of  their  retirement  income  without  it  being  reduced  by 
taxation.   The  plaintiffs  assert  that  the  taxation  of  this  retirement  income 
violates  the  provisions  of  the  Montana  Constitution  against  the  impairment 
of  contracts. 

The  fifth  and  final  claim  is  that  the  limitation  of  the  adjustment  payment  to 
Montana  residents  is  unconstitutional  because  it  violates  the  constitutional 
right  to  travel  and  reside  in  other  states. 
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Litigants  in  the  case  and  interveners  have  filed  briefs  with  the  First  Judicial 
District  Court,  but  a  decision  has  not  been  issued. 

THE  JANUARY  1992  SPECIAL  SESSION 

Another  controversy  regarding  Senate  Bill  No.  226  arose  shortly  after  the  bill 
was  signed  by  the  Governor.    At  its  May  31 ,  1 991 ,  meeting,  the  Revenue 
Oversight  Committee  considered  whether  the  January  1,  1991,  retroactive 
applicability  date  contained  in  the  bill  applied  to  the  adjustment  payment  as 
well  as  to  the  new  method  of  taxing  retirement  income.   That  is,  should  an 
adjustment  payment  be  made  in  1991  for  tax  year  1  991 .   An  argument  was 
made  that  since  the  deadlines  for  making  the  adjustment  payment  had  all 
passed,  the  first  adjustment  payment  would  be  due  on  June  1,  1992.   The 
Revenue  Oversight  Committee  requested  an  opinion  from  the  Director  of 
Legal  Services  of  the  Montana  Legislative  Council  regarding  the  retroactive 
applicability  date.    In  that  opinion,  the  Director  of  Legal  Services  concluded 
that  the  retroactive  applicability  date  applied  to  both  the  taxation  of 
retirement  income  as  well  as  to  the  adjustment  payment. 

Because  of  the  Sheehv  II  lawsuit  and  disagreement  over  the  opinion,  the 
issue  was  not  resolved  until  the  Revenue  Oversight  Committee's  October  4, 
1  991 ,  meeting.    At  that  time,  the  Director  of  the  Department  of 
Administration  agreed  that  an  adjustment  payment  would  have  to  be  made 
for  1991. 

During  the  January  1992  Special  Session,  Senate  Bill  No.  1  was  introduced 
by  the  original  sponsor  of  Senate  Bill  No.  226  to  clarify  that  the  first 
adjustment  payment  would  be  made  in  June  1 992  for  tax  year  1991.   The 
bill  was  amended  to  accelerate  the  reporting  and  payment  dates  so  that  the 
adjustment  payment  could  be  made  by  April  1  of  each  year  and  was  enacted 
as  Chapter  10,  Special  Laws  of  January  1992. 
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SUMMARY 

The  Davis  decision  and  the  state  District  Court-ordered  exemption  for  federal 
retirement  income  as  a  result  of  that  decision  led  to  a  significant  change  in 
the  way  Montana  taxes  retirement  income.    The  Montana  Legislature 
considered  a  variety  of  options  for  the  taxation  of  retirement  income.    These 
options  ranged  from  equalizing  the  tax  treatment  of  state  and  local  retirees 
and  federal  retirees  by  exempting  federal  retirement  income  to  equalizing  the 
taxation  of  all  retirement  income.    Ultimately,  the  Legislature  chose  the  latter 
option  by  repealing  the  full  exemption  for  state  and  local  retirees  and 
retaining  the  tax  treatment  (prior  to  Sheehy  I)  of  federal  and  private  retirees. 
In  addition,  the  Legislature  provided  an  adjustment  payment  to  offset  to  a 
degree  the  increased  tax  burden  faced  by  state  and  local  retirees. 

The  taxation  of  all  public  benefits,  especially  in  light  of  the  court-ordered 
exemption,  will  increase  state  tax  revenue.    A  portion  of  the  increased 
revenue  will  be  used  to  provide  higher  benefits  to  state  and  local  retirees. 
The  tax  system  is  now  more  fair  in  the  sense  that  it  treats  all  retirement 
income  the  same,  regardless  of  source.    State  and  local  retirees,  however, 
had  to  sacrifice  the  long-standing  exemption  to  achieve  this  goal.    The  state 
still  faces  potential  risk,  depending  on  the  outcome  of  the  Sheehy  11  lawsuit 
and  on  the  appeal  to  the  U.S.  Supreme  Court  relating  to  refunds  under 
Sheehy  I.    (See  Epilogue  for  an  update  on  these  cases.) 
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CHAPTER  TWO 

SURVEY  OF  SELECTED  STATES' 
RESPONSES  TO  DAVIS  V.  MICHIGAN 

INTRODUCTION 

Twenty-four  states,  including  Montana,  were  directly  affected  by  the  Davis 
decision.    That  decision  provided  that  states  may  not  tax  federal  retirees' 
benefits  while  exempting  state  and  local  pension  income.    The  remaining 
states  with  broad-based  income  taxes  already  provided  equal  treatment  of 
federal  and  state/local  retirement  income  or  provided  more  favorable 
treatment  to  federal  retirees  (Idaho  and  Indiana).    With  the  exception  of 
Kansas  (see  below),  all  the  affected  states  have  responded  legislatively  to 
equalize  the  tax  treatment  of  federal  civil  service  and  U.S.  military  pension 
income  with  state  and  local  pension  income. 

The  responses  to  Davis  were  not  uniform,  and  many  states  significantly 
altered  their  tax  treatment  of  retirement  income.    Some  states  extended  the 
full  exclusion  enjoyed  by  state  and  local  retirees  to  federal  retirees.    Some 
states  reduced  the  state/local  exclusion  to  the  extent  allowed  for  federal 
retirees,  while  other  states  eliminated  the  exclusion  of  pension  income  from 
taxation.    Several  states  moved  to  equalize  the  tax  treatment  of  all  public 
and  private  pension  income.    A  few  states  that  reduced  or  eliminated  the  full 
exclusion  increased  state  and  local  retirement  benefits  to  offset  the  increase 
in  tax  liability. 

This  chapter  describes  the  tax  treatment  of  pension  income  in  Montana;  in 
1  2  states  selected  for  this  survey;  and  in  Kansas,  which  responded  to  Davis 
in  a  judicial,  rather  than  legislative,  manner.   This  chapter  also  describes  the 
tax  treatment  in  each  of  these  states  before  and  after  Davis.   The 
information  presented  herein  relies  heavily  on  a  report  prepared  in  1989  by 
the  National  Conference  of  State  Legislatures\  on  telephone  interviews 
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with  fiscal  officers  in  the  12  selected  states,  and  on   summary  information 
provided  by  the  Advisory  Council  on  Intergovernmental  Relations  (ACIR).^ 

This  chapter  serves  two  purposes.    It  provides  a  comparison  of  Montana's 
response  to  the  Davis  decision  with  other  states  and,  at  the  same  time, 
suggests  possible  alternatives  to  the  tax  treatment  of  retirement  income. 
Table  1  of  the  Appendix  at  the  end  of  the  chapter  compares  the  pre-Davis 
treatment  of  retirement  income  by  the  12  selected  states  and  Montana  with 
current  treatment.   Table  2,  prepared  by  ACIR,  shows  the  tax  treatment  of 
retirement  income  in  effect  for  tax  year  1991. 

ALABAMA 

Prior  to  Davis,  Alabama  provided  a  full  exclusion  from  taxation  on  the 
pension  income  of  state  and  local  retirees  (limited  exclusion  for  public  safety 
personnel)  and  on  most  federal  retirees.   The  full  exclusion  did  not  apply,  for 
example,  to  U.S.  Foreign  Service  retirees  or  TVA  retirees.    Military  retirees 
were  allowed  a  $10,000  exclusion,  while  private  retirees  received  no 
exclusion. 

Following  Davis,  in  1989,  Alabama  considered  a  bill  granting  a  full  exclusion 
for  all  pension  income,  but  the  measure  was  defeated  by  the  Alabama 
Legislature.    In  January  1990,  the  state  was  enjoined  from  collecting  taxes 
on  military  retirement  income  on  the  ground  of  unconstitutional 
discrimination. 

Since  Davis,  Alabama  has  exempted  from  taxation  most  public  income 
(including  that  of  public  safety  personnel)  and  private  pension  income.    As  a 
result  of  the  1990  injunction,  military  retirees  received  a  full  exclusion 
beginning  in  tax  year  1989.    In  1990,  the  full  exclusion  was  extended  to 
federal  retirees  not  previously  exempt.    In  1991 ,  the  exclusion  was  extended 
to  private  retirees  covered  by  defined  benefit  plans  under  26  U.S.C.  section 
41 4J  and  to  retired  police  officers  and  firefighters.    Contributory  plans,  such 
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as  IRAs,  are  still  subject  to  taxation.    Fear  of  a  lawsuit  challenging  the 
discriminatory  tax  treatment  of  private  pension  income  persuaded  the 
Alabama  Legislature  to  provide  the  full  exclusion  to  private  retirees.    In 
addition,  it  was  argued  that  exempting  all  pension  income  from  taxation 
would  encourage  older  people  to  settle  in  Alabama  rather  than  just  pass 
through  on  their  way  to  Florida. 

As  part  of  a  24-bill  tax  reform  package  considered  by  the  1992  Alabama 
Legislature,  the  House  proposed  to  limit  the  exclusion  of  retirement  income 
to  $20,000.    Because  state  and  local  retirement  benefits  are  so  low  in 
Alabama,  most  public  state  retirees  would  not  be  affected.   However, 
limitations  to  the  exclusion  have  been  thought  to  be  too  risky  politically,  so 
the  Senate  opted  to  continue  the  full  exclusion.    In  addition,  the  Senate 
included  a  provision  allowing  an  exemption  for  interest  paid  on  certificates  of 
deposit  paid  to  qualified  retirees.^   A  conference  committee  will  issue  a 
report  on  the  entire  tax  reform  package. 

ARIZONA 

Prior  to  Davis,  Arizona  had  provided  a  full  exclusion  of  state  retirement 
benefits  and  a  $2,500  pension  exclusion  for  federal  retirees.   Military  and 
private  pension  income  was  subject  to  taxation. 

Following  Davis,  the  Arizona  Legislature  provided  a  $2,500  exclusion  for  all 
public  pensions,  including  military  pensions,  effective  tax  year  1989.   The 
$2,500  exclusion  was  not  extended  to  private  pension  income.   The 
Legislature  also  increased  retirement  benefit  payments  for  state  and  local 
retirees  under  a  "tax  equity"  allowance  to  offset  the  impact  of  taxing  their 
retirement  income.    Each  year,  the  Legislature  will  increase  the  base  benefit 
amount  by  3  percent  for  newly  retired  state  and  local  employees. 
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ARKANSAS 

Prior  to  Davis,  Arkansas  had  excluded  state  retirement  income  from  taxation 
but  provided  no  exclusion  for  other  retirees.    A  1985  law  provided  that  the 
first  $6,000  employer-sponsored  pension  income  would  be  exempt 
beginning  in  tax  year  1990  and  that  state  and  local  retirees  who  retired 
before  1990  (July  1,  1990,  for  teachers)  would  be  eligible  for  the  full 
exclusion. 

Following  Davis,  the  state  has  equalized  the  taxation  of  all  public  and  private 
retirees  by  excluding  the  first  $6,000  of  pension  income.   The  $6,000 
exclusion  did  not  adversely  affect  most  state  retirees  because  the  level  of 
their  retirement  income  is  generally  below  the  exclusion  amount.    Although 
some  state  retirees  expressed  concern  that  the  new  method  of  taxation 
violated  the  "contract"  that  their  pension  incomes  would  not  be  taxed,  no 
legal  challenges  have  been  filed. 

GEORGIA 

Prior  to  Davis,  Georgia  had  excluded  all  state  retirement  income  from 
taxation  and  had  allowed  an  exclusion  of  up  to  $4,000  for  federal  and 
private  retirees  age  62  or  older  and  for  retirees  permanently  and  totally 
disabled. 

Following  Davis,  the  Georgia  General  Assembly  met  in  special  session  in 
September  1989  to  address  the  issue  of  the  taxation  of  retirement  income. 
For  tax  year  1989,  the  General  Assembly  allowed  a  partial  exclusion  of  up  to 
$8,000  of  pension  income  for  all  retirees  62  years  of  age  or  older  and  for 
retirees  permanently  and  totally  disabled.   The  exclusion  was  increased  to 
$10,000  for  tax  years  1990  and  beyond,    in  addition,  $4,000  of  the  total 
exclusion  may  be  in  the  form  of  earned  income  (e.g.,  wages  and  salaries). 
The  purpose  of  the  earned  income  exclusion  is  to  encourage  older  people  to 
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remain  in  the  work  force  and  to  not  penalize  them  for  earning  income  in 
addition  to  retirement  benefits. 

The  state  was  sued  for  violating  the  "contract"  not  to  tax  state  retirement 
income,  but  a  District  Court  found  in  favor  of  the  state.   There  is  no  further 
action  pending  on  this  issue. 


IOWA 


Prior  to  Davis,  Iowa  had  excluded  all  state  pension  income  from  taxation  and 
allowed  an  exclusion  of  $5,627  on  a  single  return  (or  $8,184  on  a  joint 
return)  for  federal  civil  service  retirees. 

Following  Davis,  in  order  to  comply  with  that  decision  and  to  maintain 
"revenue  neutrality",  the  Iowa  Legislature  allowed  all  public  retirees  to 
exclude  $2,500  on  a  single  return  and  $5,000  on  a  joint  return  for  tax  year 
1989. 

The  state's  Department  of  Revenue  then  reported  that  in  order  to  maintain 
revenue  neutrality,  the  exclusion  amounts  could  be  raised  to  $4,000  on  a 
single  return  and  $8,000  on  a  joint  return.  However,  the  Iowa  Legislature 
opted  to  extend  the  existing  exemption  for  tax  year  1990  but  then 
terminated  the  exemption  beginning  in  tax  year  1991.    All  retirement  income 
is  now  fully  taxed.    However,  taxpayers  65  years  of  age  or  older  may  claim 
a  tax  credit  of  up  to  $140,  depending  on  income. 

KANSAS 

Kansas  was  not  included  in  the  survey  of  states  for  this  report.    However,  a 
recent  U.S.  Supreme  Court  decision  regarding  the  taxation  of  military 
retirement  income  in  the  state  may  foreshadow  the  Supreme  Court's 
position  on  refunds  for  taxes  paid  by  federal  retirees  in  previous  years.    Prior 
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to  Davis,  Kansas  had  allowed  a  full  exclusion  for  state  and  federal  retirement 
benefits  but  provided  a  $120  tax  credit  for  military  retirees. 

Despite  Davis,  the  Kansas  Supreme  Court  upheld  the  state's  tax  treatment 
of  military  retirees.   The  state  court  concluded  that  military  pensions  were 
different  from  ordinary  pension  benefits  paid  to  state  and  local  workers.    The 
court  reasoned  that  because  military  retirees  may  be  recalled  to  active  duty, 
their  pensions  represent  "current  pay"  for  potential  services."   In  Barker  v. 
Kansas,  No.  91-61 1  (1992),  the  U.S.  Supreme  Court  rejected  the  Kansas 
Supreme  Court's  reasoning,  noting  that  there  was  no  significant  difference 
between  state  retirees  and  military  retirees  that  would  justify  discriminatory 
tax  treatment.    Although  the  U.S.  Supreme  Court  did  not  specifically  order 
refunds,  it  did  address  the  issue  during  oral  arguments.^ 

The  Barker  decision  may  have  a  significant  impact  in  Colorado.    There,  a 
lower  court  had  ordered  Colorado  to  pay  income  tax  refunds  to  military 
retirees.   The  Department  of  Revenue  had  delayed  paying  the  refunds 
pending  the  outcome  of  Barker.    Officials  in  Colorado  anticipate  that  the  U.S. 
Supreme  Court  will  deny  the  Barker  appeal  and  that  Colorado  will  have  to 
pay  $20  million  in  refunds.® 

KENTUCKY 

Prior  to  Davis,  Kentucky  had  provided  a  full  exclusion  for  state  retirement 
income  and  up  to  a  $4,000  exclusion  for  federal  and  military  retirement 
income.    The  exclusion  allowed  for  federal  and  military  retirees  was 
dependent  on  total  income. 

Following  Davis,  a  court  injunction  barred  Kentucky  from  taxing  federal 
retirement  income  for  tax  year  1989.    In  1990,  the  Kentucky  General 
Assembly  enacted  a  full  exclusion  for  federal  retirement  income.   The 
General  Assembly  considered  limiting  the  exclusion,  based  on  a  means  test. 
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but  opted  for  the  full  exclusion  of  all  public  pension  income.    Private  benefits 
are  still  fully  taxed. 

The  heightened  awareness  of  the  tax  treatment  of  pension  income  caused 
private  retirees  to  file  suit  challenging  the  constitutionality  of  the 
discriminatory  tax  treatment.    A  lower  court  ruled  in  favor  of  private  retirees. 
That  decision  is  being  appealed  by  the  state. 

MICHIGAN 

Prior  to  Davis,  Michigan  provided  a  full  exclusion  of  state  and  local 
retirement  pensions  and  a  $7,500  (single  return)  or  $10,000  (joint  return) 
exclusion  for  all  other  pension  income. 

In  response  to  Davis,  Michigan  opted  to  provide  a  full  exclusion  for  federal 
and  military  retirees  but  to  continue  to  tax  private  pensions  in  the  same 
manner  as  before.   The  cost  of  this  option  was  relatively  small  ($10  million 
to  $1 1  million)  because  most  federal  pension  income  escaped  taxation 
anyway.   The  cost  of  extending  the  full  exclusion  to  private  retirees, 
however,  would  have  been  high. 

During  the  1992  legislative  session,  Michigan  considered  a  bill  that  would 
have  equalized  the  tax  treatment  of  pension  income.   The  bill  would  have 
reduced  the  full  exclusion  allowed  public  retirees.   The  Attorney  General  of 
the  state  issued  an  opinion  that  if  certain  conditions  were  met,  the  state 
could  tax  state  and  local  retirement  income.^  The  measure  proved  too 
controversial,  however,  and  was  defeated. 

MISSOURI 

Prior  to  Davis,  Missouri  had  allowed  a  full  exclusion  for  state  pension  income 
but  no  exclusion  for  federal  or  private  pensions. 
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Following  Davis,  during  the  1989  session,  the  Missouri  Legislature  provided 
a  $6,000  exclusion  for  any  pension  system  established  by  state  or  federal 
law.    The  exclusion  applies  to  single  taxpayers  with  adjusted  gross  income 
less  than  $25,000  and  to  married  taxpayers  with  adjusted  gross  income  less 
than  $32,000.    Above  these  limits,  there  is  no  exclusion.    The  $6,000 
exclusion  amount  represents  the  average  pension  received  by  state  retirees. 
The  Missouri  Legislature  intended  that  the  exclusion  would  be  extended  to 
private  retirees  in  1991  if  the  Legislature  formally  implemented  the  exclusion 
in  1  991 .  No  action  was  taken,  with  the  result  that  private  pensions  are  still 
fully  taxed. 

The  state  has  refunded  taxes  paid  on  federal  retirement  income.   The 
refunds  were  paid  through  temporary  increases  in  the  sales  tax  and  the 
corporation  income  tax.    Those  temporary  taxes  have  since  expired. 

MONTANA 

Prior  to  Davis.  Montana  had  provided  a  full  exclusion  of  state  and  local 
pension  income  and  a  $3,600  exclusion  of  pension  income  of  all  other 
retirees,  including  federal  civil  service  and  U.S.  military  retirees,  public 
retirees  from  other  states,  and  private  retirees. 

Following  Davis,  the  Montana  Legislature  considered  several  proposals 
during  the  1989  regular  session  and  the  June  1989  special  session,  but 
none  of  these  proposals  were  enacted.    In  a  lawsuit  (Sheehy  v.  State  of 
Montana)  challenging    Montana's  method  of  taxing  federal  retirement 
income,  the  Department  of  Revenue  stipulated  that  the  partial  exemption  of 
federal  retirement  income  was  discriminatory  and  therefore  illegal  for  the 
reasons  stated  in  Davis.    Federal  civilian  and  military  retirees  received  a  full 
exclusion  of  their  retirement  benefits  for  tax  years  1989  and  1990. 

During  the  1991  regular  session.  Senate  Bill  No.  226  (Chapter  823,  Laws  of 
1991)  was  passed  and  approved.    This  bill  provided  for  a  $3,600  exemption 
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of  all  retirement  benefits.   The  $3,600  exemption  is  reduced  by  $2  for  every 
$1  dollar  of  federal  adjusted  gross  income  received  in  excess  of  $30,000. 
The  bill  also  provided  for  a  2.5  percent  annual  adjustment  payment  to  be 
made  for  state  and  local  retirees  who  are  Montana  residents.    A  lawsuit 
(Sheehy  v.  Public  Employees'  Retirement  Division,  et  al.,  also  known  as 
Sheehy  11)  was  filed,  challenging  the  constitutionality  of  the  new  law.    Oral 
arguments  have  been  presented  in  the  First  Judicial  District  Court,  and  a 
decision  is  pending.    (See  the  Epilogue  for  an  update  on  this  case.) 

NEW  MEXICO 

Prior  to  Davis,  New  Mexico  allowed  a  full  exclusion  of  state  and  local 
pension  income  and  a  $3,000  exclusion  for  federal  and  military  pension 
income. 

Following  Davis,  the  New  Mexico  Legislature  repealed  the  specific  exclusion 
of  pension  income.    Under  law  that  was  in  effect  prior  to  Davis  and  is  still  in 
effect,  taxpayers  65  years  of  age  or  older  may  exclude  up  to  $8,000  of 
income,  regardless  of  source.   The  exclusion  is  phased  out  above  certain 
levels  of  income.    For  single  taxpayers,  the  exemption  is  phased  out 
between  $18,000  and  $28,500  of  federal  adjusted  gross  income.    For 
married  taxpayers  filing  jointly,  the  phaseout  occurs  between  $30,000  and 
$51,000  of  federal  adjusted  gross  income. 

The  New  Mexico  Legislature  did  not  provide  adjustments  to  benefit 
payments  for  state  and  local  retirees,  but  it  did  provide  partial  funding  for 
providing  health  insurance  to  state  and  local  retirees. 

NORTH  CAROLINA 

Prior  to  Davis,  North  Carolina  provided  a  full  exclusion  of  state  and  local 
retirement  income  and  a  $4,000  exclusion  for  federal  and  military  retirees. 
Private  pensions  were  fully  taxed. 
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Following  Davis,  the  North  Carolina  Legislature  revised  its  taxation  laws 
during  the  1989  regular  session.    Even  before  Davis,  there  had  been  interest 
expressed  among  some  legislative  leaders  and  staff  to  equalize  the  tax 
treatment  of  all  retirement  income. 

One  proposal  of  the  1989  regular  session  would  have  provided  a  $3,000 
exclusion  for  all  retirement  income.    The  North  Carolina  Legislature  finally 
settled  on  a  $4,000  exclusion  for  all  public  pensions  and  $2,000  for  private 
pensions.    In  an  appropriation  bill,  the  North  Carolina  Legislature  also 
adjusted  the  state  retirement  formula  to  compensate  state  and  local  retirees 
for  the  loss  of  the  full  exclusion.    The  fact  that  private  pensioners  did  not 
aggressively  lobby  for  equal  tax  treatment  and  a  need  for  revenue  were  two 
reasons  North  Carolina  did  not  fully  equalize  the  tax  treatment  of  all 
retirement  income. 

The  new  method  of  taxing  retirement  income  has  withstood  court 
challenges.    "Breach  of  contract"  with  state  and  local  retirees  was  never 
considered  by  the  state  courts. 

OREGON 

Prior  to  Davis,  Oregon  exempted  state  and  local  pension  income  and 
provided  a  $5,000  exclusion  of  federal  pension  income.  This  exclusion  was 
phased  out  if  household  income  exceeded  $30,000  (excluding  social  security 
income).    Other  provisions  applied  to  federal  civilian  and  military  retirees 
under  the  age  of  62.   There  was  no  exclusion  for  private  retirees. 

Following  Davis,  the  1989  Oregon  Legislature  responded  with  the  passage 
of  House  Bill  No.  3508.   That  bill  provided  a  $5,000  exclusion  for  all  federal 
and  Oregon  state  and  local  pension  income.   The  exemption  was  phased  out 
for  household  income  in  excess  of  $30,000.    The  bill  was  referred  to  the 
electorate  by  petition  and  was  defeated  by  the  voters. 
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In  the  1991  session,  the  Oregon  Legislature  passed  a  bill  taxing  all  pension 
income.    In  order  to  equalize  the  tax  treatment  of  all  retirees,  public  and 
private,  the  bill  also  provided  for  a  9  percent  tax  credit  (maximum  of  $450) 
on  an  income  base  of  $7,500  for  a  single  return  and  $15,000  for  a  joint 
return.    The  income  base  is  reduced  by  the  amount  of  social  security 
benefits  and  by  the  amount  that  household  income  exceeds  $15,000  for  a 
single  return  and  $30,000  for  a  joint  return.    Retirees  58  years  of  age  or 
older  qualify  for  the  credit.   The  qualifying  age  increases  by  1  year  every 
biennium  until  the  qualifying  age  reaches  62. 

In  a  separate  bill,  the  Oregon  Legislature  provided  an  offset  for  the  taxation 
of  state  and  local  pensions  by  increasing  state  and  local  retirement  benefits 
from  0  percent  to  4  percent,  based  on  years  of  service. 

A  lawsuit  has  been  filed,  challenging  the  method  of  taxing  state  and  local 
retirement  income  on  the  basis  that  it  violates  the  contractual  agreement  not 
to  tax  state  and  local  retirement  income. 

UTAH 

Prior  to  Davis,  Utah  had  allowed  a  full  exclusion  from  taxation  of  state 
pension  income,  a  $6,000  exclusion  from  federal  and  military  pension 
income,  and  a  $4,800  exclusion  for  private  pension  income. 

Following  Davis,  the  law  was  changed  to  allow  retirees  under  the  age  of  65 
to  exclude  up  to  $4,800  of  pension  income,  regardless  of  source.   The 
exclusion  is  phased  out  by  50  cents  for  every  $1  above  certain  levels  of 
income.     For  single  taxpayers,  the  phaseout  begins  at  $25,000;  for  married 
taxpayers  filing  separately,  the  phaseout  begins  at  $16,000;  and  for  married 
taxpayers  filing  jointly,  the  phaseout  begins  at  $32,000. 

Taxpayers  65  years  of  age  or  older  are  allowed  a  $7,500  personal  exclusion, 
regardless  of  the  source  of  income.   The  personal  exemption  is  in  lieu  of  the 
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retirement  income  exclusion  for  taxpayers  under  the  age  of  65  and  is  phased 
out  in  the  same  manner  as  the  retirement  exclusion. 

In  the  year  prior  to  Davis,  the  Utah  Legislature  increased  the  personal 
exemption  to  the  current  $7,500  for  taxpayers  65  years  of  age  or  older  and 
expanded  income  coverage  to  include  all  sources  of  income  and  not  just 
retirement  income.    As  a  result,  a  state  retiree  could  exclude  other  sources 
of  income  from  taxation. 

In  response  to  Davis,  the  Utah  Legislature  also  increased  benefit  payments 
for  all  state  retirees  by  3  percent  to  offset  the  loss  of  the  full  exclusion.    The 
3  percent  adjustment  was  designed  to  benefit  retirees  receiving  lower 
benefits  rather  than  fully  compensating  all  state  retirees  for  higher  tax 
liabilities.    The  state  is  being  sued  by  state  retirees  who  are  not  fully 
compensated  for  the  increase  in  taxation. 

SUMMARY  AND  CONCLUSIONS 

The  survey  of  states  affected  by  Davis  shows  a  variety  of  responses  in  the 
tax  treatment  of  retirement  income.    Alabama,  Kentucky,  and  Michigan 
elected  to  exempt  all  public  pension  income.    Of  these  three,  only  Alabama 
extended  the  full  exclusion  to  private  pension  income.    Arizona,  Arkansas, 
Montana,  and  North  Carolina  reduced  the  amount  of  the  exclusion  for  state 
and  local  retirees  to  the  level  previously  allowed  federal  retirees.   Arkansas 
extended  the  exemption  to  private  retirees,  while  Montana  had  already 
equalized  the  tax  treatment  between  federal  and  private  retirees.    North 
Carolina  partially  equalized  the  tax  treatment  for  private  retirees  by  allowing 
them  a  $2,000  exclusion.    Georgia  allowed  a  $10,000  exclusion  of  pension 
income,  regardless  of  source,  while  Missouri  allowed  a  $6,000  exclusion  for 
public  pension  income  only. 

Iowa,  New  Mexico,  and  Oregon  eliminated  all  preferential  tax  treatment  of 
retirement  income.    Iowa  allows  a  tax  credit  of  up  to  $140  for  taxpayers  65 
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years  of  age  or  older.    New  Mexico  allows  an  income  exclusion,  regardless 
of  source,  for  taxpayers  65  years  of  age  or  older.    In  Utah,  the  tax  treatment 
of  retirement  income  is  dependent  on  the  age  of  the  retiree.    Retirees  under 
the  age  of  65  may  exclude  $4,800  of  pension  income,  while  taxpayers  65 
years  of  age  or  older  are  allowed  an  exclusion  of  income,  regardless  of 
source.    Oregon  provided  for  a  tax  credit  of  up  to  $450  for  retirees. 

Of  the  states  that  reduced  or  eliminated  the  retirement  income  exclusion, 
Arizona,  Montana,  North  Dakota,  Oregon,  and  Utah  adjusted  the  level  of 
state  and  local  retirement  benefits  to  offset  the  increase  in  taxes.    Several 
states  have  been  taken  to  court  by  state  retirees  challenging  the  new  way  of 
taxing  retirement  income. 

This  chapter  has  shown  that  the  states  responded  in  diverse  ways  to  the 
challenge  imposed  by  Davis.    Montana  could  have  adopted  any  one  of  an 
array  of  methods  for  taxing  retirement  income,  and  the  state  may  well 
consider  other  options  in  the  future.    Before  the  state  considers  other 
options,  some  reflection  on  its  actual  response  is  in  order.    First,  horizontal 
equity  was  enhanced  by  equalizing  the  tax  treatment  of  all  retirement 
income.    In  other  words,  all  pension  recipients  receive  the  same  preferential 
tax  treatment,  regardless  of  the  source  of  their  pension  income.    Second, 
vertical  equity  was  somewhat  enhanced  by  the  phaseout  of  the  exclusion. 
Third,  the  impact  on  state  and  local  retirees  was  mitigated  by  the  increase  in 
retirement  benefits.  Fourth,  the  impact  on  the  general  fund  was  minimized. 

Other  options  that  Montana  may  consider  may  be  limited  by  the  outcome  of 
Sheehy  II,  challenging  the  constitutionality  of  Senate  Bill  No.  226  (Chapter 
823,  Laws  of  1991).    Notwithstanding    Sheehy  II.  options  that  may  be 
considered  include: 

•  leave  Senate  Bill  No.  226  intact; 

•  revise  the  phaseout  of  the  exclusion  or  provide  an  additional 
personal  exemption  to  lower  income  pensioners  to  further 
enhance  vertical  equity; 
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•  impose  an  age  limit  for  when  a  retiree  would  be  allowed  to 
take  the  exclusion; 

•  increase  the  exclusion  amount;  and 

•  eliminate  the  pension  income  exclusion  and  allow  an  exclusion 
of  income,  regardless  of  source,  or  provide  an  income  tax 
credit. 

Obviously,  options  for  the  tax  treatment  of  retirement  income  are  virtually 
without  limit  and  cannot  be  analyzed  in  detail.   The  next  chapter,  in  addition 
to  evaluating  the  impact  of  Senate  Bill  No.  226,  describes  a  limited  number 
of  other  options  that  the  Montana  Legislature  may  want  to  consider  during 
the  1993  Regular  Session. 
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APPENDIX  CHAPTER  TWO 


Table  1:                 (Comparison  of  Tax  Treatment  of  Pension  Income  Following  Davis,  Selected  States, 
1991) 

State 

State  &  Local 

Federal  Civilian 

U.S.  Military 

Private  Employer 

Offset 
Payment 

Alabama 
Prior 
Current 

Full 
Full 

Full 
Full 

10,000 
Full 

None 

All  Defined  Plans 

Not 
Applicable 

Arizona 
Prior 
Current 

Full 
2,500 

2,500 
2,500 

None 
2,500 

None 
None 

Yes 

Arkansas 
Prior 
Current 

Full 
6,000 

None 
6,000 

None 
6,000 

None 
6,000 

No 

Georgia 
Prior 
Current 

Full 
10,000 

4,000 
10,000 

4,000 
10,000 

4,000 
10,000 

No 

Iowa 
Prior 
Current 

Full 
None 

8,184  (Joint) 
None 

None 
None 

None 
None 

No 

Kentucky 
Prior 
Current 

Full 
Full 

4,000 
Full 

4,000 

Full 

None 
None 

Not 
Applicable 

Michigan* 
Prior 
Current 

Full 
Full 

10,000  (Joint) 
Full 

10,000  (Joint) 
Full 

10,000  (Joint) 
10,000  (Joint) 

Not 
Applicable 

Missouri* 
Prior 
Current 

Full 
6,000 

None 
6,000 

None 
6,000 

None 
None 

No 

Montana 
Prior 
Current 

Full 
3,600 

3,600 
3,600 

3,600 
3,600 

3,600 
3,600 

Yes 

New  Mexico* 
Prior 
Current 

Full 
None 

3,000 
None 

3,000 
None 

None 
None 

No 

North  Carolina 
Prior 
Current 

Full 
4,000 

4,000 
4,000 

4,000 
4,000 

None 
2,000 

Yes 

Oregon* 
Prior 
Current 

Full 
None 

5,000 
None 

5,000 
None 

None 
None 

Yes 

Utah* 
Prior 
Current 

Full 
None 

6,000 
None 

6,000 
None 

4,800 
None 

Yes 

Note:           For  states  marke 

d  with  "•",  refer  to  t 

ext  for  additional  detai 

Source:       Advisory  Commission  on  Intergovernmental  Relations 
National  Conference  of  State  Legislatures 
Montana  Legislative  Council 
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Tabic  2 
Stale  Individuul  Income  Taxes:  Exclusion  of  Pension  Income,  1991 


Smit 


Sliilc  or  I^cal 
Covcmmcnl 


l-Vdcral 
Civil  Scnice 


U.S.  Military  TrivMle  Kniploycr         K;iilrn;id  Kclirctninl 


Alabama' 

Full  if  Slate  pension 
pariicipam 

Full 

Full 

All  deHned  bcnefii 
plans  under  26  USC 

4MJ 

Full 

Alaska 

No  slalc  income  la.< 

Arizona 

2.5()0 

2.5(X) 

2.500 

None 

Full 

Arkansas 

6.000 

6.0(X1 

6.(XX1 

6.1XX) 

Full 

California 

None 

None 

None 

None 

Full 

Colorado 

:n.(xx) 

2().(XH) 

20.000 

20.n(X) 

Full 

Conncclicul' 

Income  1;lx  b.isc  c.xclu 

des  pensions  and  retirement  income 

Delaware 

3.000  age  60  and 
over.  2.IX)0  under 
age  60 

3.0(W  age  60  and 
over.  2."lX)0  under 
age  60 

3.(X)0  age  60  and 
over.  2.(XX)  under 
ace  f/1 

3.(XXJ  age  60  and 
over.  2.(i(X)  under 
age  60 

Tier  1  benefits 
e.tcluded 

District 

n(  Columbia 

3.000 

3.000 

3.0{X) 

None 

Tier  I  bencfiis 
excluded 

riorida 

No  slnic  income  l.\\ 

Ccor(;ia 

10.000 

10.000 

10.000 

10.000 

Full 

Hawaii 

Full 

Full 

Full 

Full 

Full 

Idaho 

None 

I2.26-J  Single 
18.396  Juinl 

12.264  Single 
1S.396  Joinl 

None 

Full 

Illinois 

Full 

Full 

Full 

Income  under  IRC 
Seciions  402(a). 
402(c).  403(b). 
406(a).  407(a).  408; 
ccnain  other  disiri- 
butions 

Full 

Indiana" 

None 

2.n(X) 

2.(XX) 

None 

Full 

Iowa 

None 

None 

None 

None 

Full 

Kansas' 

Full 

Full 

S120  l:uc  credit 

None 

Full 

Kentucky" 

Full 

Full 

Full 

None 

Full 

I^uisiana 

Full 

Full 

Full 

6.n(X) 

Full 

Maine 

None 

None 

None 

None 

Full 

Maryland' 

11.800 

11. SCO 

ll.SOOand  up  lo 
an  additional 
2.5(X) 

II. 800 

Full 

Massachuscus 

Full,  if  pension  con- 
tributory 

Full,  if  pension  con- 
tributory 

None 

None  (cNCcpi  for 
amounts  relating  to 
previously  ia,ved 
coniribuiions) 

Full 

T 

Michigan 

Full 

Full 

Full 

7.51X)  Single 
10.0<Xlloint 

Full  Tier  1  and  Tier 
benefits 

Minnesoui" 

None 

None 

None 

None 

Full 

Mississippi" 

6.000 

6.(XX1 

6.(KX1 

5.(XX) 

Full 

Missouri 

6.000 

6.000 

6.IXX) 

6.1XK) 

Full  Tier  1  and  Tier 
bcneFils 

2 

Montana" 

3.600 

3.6(X) 

3.6<X1 

3.r.<H) 

3.600  of  Tier  2 

Nebraska 

None 

None 

None 

None 

Full 

Nevada 

No  stale  income  i.l\ 

New  llampsliirc 

Onlv  dividciHl.<;  and  i 

Ticrest  sub)eci  to  state 

income  1;l\ 

New  Jersey 

7.500 

■?.5(X) 

7.500 

7.5(X) 

Full 

New  Mtxico" 

None 

None 

None 

None 

Full 

63  US  Advisory  Commission  on  Iniergovornmenlal  Relations 
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Talilc  2     (ri)iti ) 
Slulc  Indivitliiiij  Incnnii' Tu\cs:  tlxclusluii  of  I'lnsrim  Iiiconu-.  1991 


Sl.ilc 


Si. lie  iir  l^n':il 
Ciivcrnturnl 


IVdcnil 
Civil  Srr\  ice 


U.S.  MillCin- 


l'rlv;ilr  Kniplciycr  I(:iilri>:Kl  Kclircmriil 


Nc«  Vim  W 

Pull 

Full 

I"ull 

21I.IKXI 

Tier  1.  Tier  2.  ;ind 
supplenieni.'il  .Tiinuiiy 
benefits 

Nnrtli  C:irulin;i 

4.0(X1 

~,1XX1 

J.IXXl 

2.1KI0                               Full                                   1 

Niirlli  l);ikiil;i 

None,  except  ciiy 
fire  rijjhlcrs.  police, 
.nnd  highway  palrol 
exclude  up  to  5.(X)0 
les.^  SS  Ix-'nefiis 

5.(XXI  less  S.S  iK-ne- 

nts 

5.0<X1  le.vs  .SS 
benefits 

None 

Full 

Only  th:it  amount  pniil 
by  U.S.  Railroad  Re- 
tirement Hoard 

oi.i.,- 

None 

None 

None 

None 

Full 

Okl.lluiMKl 

5.5(X)                               1  5.501) 

5.5(X) 

None 

Full 

Orcunn 

None                                1  Ntine 

None                            1  None                                   Full                                        | 

rcnn.syh-.Tni;! 

Full                                   1  Full                                     Full                               1  Full 

Full                                      1 

Uliodc  bland 

None                              1  None                               None 

None                              1  Same  .is  Federal 

South  Caruliiia' 

3.n(XJ                              1  3.00(1 

3.1XH)                           I  3.0(X3                               1  Full 

Snulli  Dakiita 

No  .';tntc  income  t.i.x 

'rcniics.si-i;' 

Inconie  ln.\  base  crclutles  pension.';  and  reiirenieni  income 

Tcvas 

No  state  income  l:\x 

Uiali- 

None                              1  None 

None 

None 

Full 

Vcrinont 

None 

None 

None 

None 

Tier  1  and  supplemen- 
tal annuity  benctlts 

Virginia 

Each  iJLxpaycr  .ige  62  nnd  over  is  eligible  for  a  S6.()(X)  deduction  (rtS  and  ovcrS12.U()0)  less 
any  SS  or  Tier  1  rnilroad  benefits. 

Tier  1  exempt 

Wasliiiimnn 

No  slate  inconK  lax 

West  Vlri;inia' 

2.000 

2.oa) 

2.000 

None                                Full 

Wisconsin 

Full  for  persons  re- 
tired from  or  mem- 
bers prior  10  1/1/C4 

Full  for  persons  re- 
tired frorn  or  mem- 
bers prior  10  1/1/64 

Full  for  persons  re- 
tired from  or  nicm- 
mcmbcrs  prior  to 
1/1/M 

None 

Full 

Wyominj; 

No  siaic  income  \x\                                                                                                                                                              \ 

•Stale  Notes 
Alabama 


In  January  1990.  the  .Mabama  Circuit  Court  en- 
joined llie  Slate  from  colleciin(j  inaimc  la.\  on 
federal  military  pensions  i>n  the  ground  of  un- 
consiiiuiional  discriminaiion. 

Connecticut         Income  lax  apjiUcs  lo  interest  and  dividends  only. 
Indiana  Limited  tax  credit  available  10  persons  over  age  65. 

Kan.^as  For  persons  retired  from  or  mem  be  rs  of  l  lie  civil 

service  or  iniliiar)'  prior  to  1/1/64. 

Kentucky  The  Kentucky  Supreme  Court  has  barred  the 

Slate  from  colleeiing  income  1;lx  from  federal 
retirees'  pensions  because  state  law  is  not  in  ac- 
cord ".-ith  the  decision  in  Oavis  v.  Michigan. 

Maryland  I'ension  exclusion  amount  is  reduced  by  tiny  so- 

cial security  that  is  received  and  Itixpayer  or 
S|>Ouse  must  be  65  or  owr  or  tottilly  disabled  to 
take  the  exclusion.  Military  retirees  must  be  65 
or  over. 

Minnesou  A  single  la.xpayeragc  65  or  over  or  disabled  may 

exclude  SS, IXxi  of  income  from  any  source  le.'^ 
any  nontaxable  retirement  or  disability  income 
and  one-half  of  federal  aCI  over  S12.0a).  T.« 
court  h.TS  ruled  that  the  state  may  not  tax  rail- 
road rclircmcnl  income  (case  not  appealed). 

Source:     Information  from  siaie  dep.irimenn  of  revenue.  Fall  1991.  See 
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Mi.ssi.ssippi  The  first  S6.()0(l  in  retirement  bcncnts  per  per- 

son mayl>c  excluded.  The  first  SS.OOO  in  Nation- 
al Guard  or  Kescr^-e  Forces  compensation  may 
Ik  exeludetl  subject  to  certain  limitations. 

MonLiina  The  exclusion  is  reduced  by  S2  for  every  SI  of 

federal  ACI  received  by  the  itupaycr  in  excess 
of  S30.(10(l  (the  exclusion  becomes  zero  at 
S3  l.SOO). 

Ncv>-  Mexico  Persons  age  65  and  over  ntay  exclude  up  10 
SS.OOO  from  any  source,  depeniling  on  income. 

Ohio  Umiied  lax  credils  available  to  i>crsons  over  age 

65. 

Soutli  Carolina  Limited  lo  one  S3.000  exclusion  regardless  of 
number  of  retirement  plans. 

Tennessee  Lump  sum  distribulions  from  qualified  pension 

plans  taxable  to  extent  that  they  consist  of  tax- 
able diviclenils  and  interest. 

Utah  Persons  under  age  65  m;iy  claim  up  loS4,S00  if  it 

is  a  pension.  Eligible  amounts  phase  out  above 
certain  income  level. 

West  Virginia  Each  taxpayer  age  65  or  over  may  exclude 
SS.OOO  of  income  from  any  source.  Pension  ex- 
clusions count  tov/ard  the  SS.OOO  ceiling. 
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CHAPTER  THREE 

ANALYSIS  OF  THE  IMPACT  OF  SENATE  BILL  NO.  226 
ON  THE  TAXATION  OF  RETIREMENT  INCOME    - 
CONSIDERATION  OF  OTHER  OPTIONS 

INTRODUCTION 

The  first  chapter  of  this  report  provided  background  information  on  the  Davis 
decision,  the  Legislature's  response  to  that  decision,  and  the  legal  issues  in 
Montana  arising  both  from  the  way  retirement  was  taxed  and  from  the 
enactment  of  Senate  Bill  No.  226.   The  second  chapter  described  the 
responses  of  several  other  states  to  Davis. 

This  chapter  describes  the  fiscal  impact  of  Senate  Bill  No.  226  on  state  and 
local  retirees,  on  federal  retirees,  and  on  private  retirees.    It  also  presents  the 
fiscal  impact  on  all  retirees  and  on  state  revenue  collections  from 
incremental  increases  in  the  retirement  exemption  amount.   The  analysis  in 
this  chapter  presents  a  slightly  different  perspective  from  other  analyses  by 
showing  the  impact  on  retirees  in  terms  of  effective  tax  rates. 

NOTE  ON  METHODOLOGY 

Most  of  the  information  presented  in  this  chapter  is  derived  from  a 
simulation  model  developed  by  the  Montana  Department  of  Revenue  for  the 
purpose  of  analyzing  for  the  1991  Legislature  various  proposals  dealing  with 
the  taxation  of  retirement  income.   The  data  base  for  that  model  was  based 
on  1989  individual  income  tax  returns.    It  is  important  for  the  reader  to  keep 
in  mind  that  the  discussion  in  this  chapter  on  the  fiscal  impact  of  Senate  Bill 
No.  226  applies  only  to  tax  year  1 989  as  if  the  bill  were  in  effect  for  that 
year.    It  compares  estimated  tax  liabilities  under  the  new  law  to  actual  tax 
liabilities  in  1989.    Similarly,  the  discussion  of  the  fiscal  impact  of  other  tax 
options  is  based  on  the  tax  year  1989. 
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In  the  development  of  the  data  base  for  the  simulation  model,  the 
Department  of  Revenue  assigned  every  tax  return  (in-state  or  out-of-state) 
claiming  a  retirement  exemption  for  Montana  income  tax  purposes  to  a 
particular  retiree  group:  state  and  local  (including  teachers),  federal,  or 
private.    State  and  local  retirees  were  identified  by  cross-matching  social 
security  numbers  on  tax  returns  with  social  security  numbers  furnished  by 
the  state's  retirement  systems.    Other  retirees  were  counted  as  federal 
retirees  if  the  exemption  amount  claimed  exceeded  $3,600  or  counted  as 
private  retirees  if  the  exemption  amount  claimed  was  equal  to  or  less  than 
$3,600.    Because  there  is  no  reliable  method  for  actually  determining  the 
source  of  retirement  income  for  federal  or  private  retirees,  a  certain  number 
of  retirees  may  have  been  misclassified. 

Effective  tax  rates  were  calculated  by  dividing  household  tax  liability  by  total 
household  expanded  income.    Each  tax  return  is  counted  as  a  household, 
regardless  of  whether  the  tax  return  was  filed  by  a  single  taxpayer  or  by 
married  taxpayers  filing  jointly  or  separately.   Thus,  the  number  of 
households  is  less  than  the  actual  number  of  taxpayers.    Expanded  income 
includes  all  household  income  reported  on  the  federal  income  tax  return  plus 
Montana  additions  to  federal  income  (e.g.,  interest  on  other  states'  bonds 
and  federal  income  tax  refunds).    It  also  includes  capital  gains  exclusions, 
interest  exclusions  for  the  elderly,  exempt  retirement  income,  and  other 
allowable  reductions  in  income  in  order  to  arrive  at  Montana  adjusted  gross 
income.    Expanded  income  is  an  approximation  of  total  income  and  better 
reflects  ability  to  pay  than  does  adjusted  gross  income. 

SUMMARY  OF  SENATE  BILL  NO.  226 

Senate  Bill  No.  226  provided  a  uniform  $3,600  exemption  (reduced  by  $2 
for  every  $1  of  federal  adjusted  gross  income  received  in  excess  of 
$30,000)  of  retirement  income,  regardless  of  source.    In  addition,  the  state 
mitigated  the  revenue  loss  associated  with  the  full  exclusion  of  federal 
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retirement  income.*    The  bill  also  conformed  the  definition  of  retirement 
income  to  the  federal  tax  code.    One  purpose  of  the  revised  definition  of 
retirement  income  was  to  exclude  premature  distributions  from  individual 
retirement  accounts,  deferred  compensation  plans,  and  self-employment 
retirement  plans  from  the  allowable  exemption.    Finally,  the  bill  provided  for 
an  adjustment  payment  to  state  and  local  retirees  who  are  Montana 
residents.   The  adjustment  payment  is  equal  to  2.5%  of  the  total  benefits 
paid  by  the  Public  Employees'  Retirement  System  (PERS)  and  the  Teachers' 
Retirement  System  (TRS). 

ADJUSTMENT  PAYMENT 

The  Public  Employees'  Retirement  Division  and  the  Teachers'  Retirement 
Division  have  distributed  the  first  adjustment  payments  to  Montana  public 
employee  retirees.   Total  benefits  paid  by  PERS  in  1991  amounted  to  $70.5 
million,  with  an  adjustment  payment  equal  to  $1 .7  million.    Total  benefits 
paid  by  TRS  in  1991  amounted  to  $57.3  million,  with  an  adjustment 
payment  equal  to  $1.4  million.    The  adjustment  payment  is  based  on  total 
benefits  distributed,  but  only  Montana  residents  are  eligible  to  receive  the 
adjustment  payment.   Thus,  the  actual  adjustment  payments  to  Montana 
residents  are  greater  than  2.5  percent.   Table  1  shows  the  amounts 
distributed  to  retirees  under  retirement  systems  administered  by  the  Public 
Employees'  Retirement  Division**  and  the  amounts  distributed  to  retired 
teachers.   The  table  also  shows  the  actual  adjustment  rate  for  each  system. 
The  average  adjustment  payment  for  state  and  local  retirees  is  2.75  percent, 
while  the  average  adjustment  payment  for  retired  teachers  is  2.99  percent. 

The  actual  adjustment  payment  rate  is  inversely  related  to  the  proportion  of 
in-state  retirees  to  total  retirees  in  a  retirement  system.    In  addition,  the  level 
of  benefits  received  by  out-of-state  retirees  may  affect  the  adjustment  rate. 


Federal  retirement  income  was  fully  exempt  from  taxation  only  in  tax  years  1989  and 


1990. 
*  * 


Table  1  does  not  include  $16,773  distributed  to  local  police  and  firefighter  retirees. 
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For  example,  retirees  under  the  Firefighters'  Unified  Retirement  System 
received  a  relatively  larger  adjustment  payment  because  eligible  recipients 
make  up  a  smaller  portion  of  total  retirees  in  that  system. 


Table  1 :                 Retirement  Adjustment 

Payments  to  State  and  Local  Retirees,  1992 

Recipients  as 

Retirement 

Eligible 

Percent  of 

Amount 

Actual 

System 

Recipients 

System  Retirees 

Distributed 

Adjustment  Rate 

PERS 

9,690 

91.5% 

$1,379,402 

2.74% 

Municipal  Police 

390 

98.2% 

125,140 

2.79% 

Game  Wardens' 

54 

91.5% 

18,439 

2.69% 

Sheriffs' 

94 

96.9% 

18,132 

2.64% 

Judges' 

27 

90.0% 

15,149 

2.76% 

Highway  Patrol 

174 

89.2% 

55,142 

2.77% 

Firefighters'  Unified 

358 

83.8% 

115,241 

2.85% 

Volunteer  Firefighters' 

532 

93.8% 

17,730 

2.69% 

Total  or  Average 

11,319 

91.6% 

$1,744,375 

2.75% 

Teachers' 

5,312 

79.0% 

$1,432,670 

2.99% 

All  Systems'  Total  or 

Average 

16,631 

87.2% 

$3,177,045 

2.85% 

Source:       Montana  Public  EmpI 

oyees'  Retirement  Division 

Montana  Teachers'  Retirement  Division 
Montana  Legislative  Council 


Retirees  under  the  Police  Retirement  System  also  received  a  relatively  larger 
adjustment  payment  than  did  other  state  and  local  retirees,  even  though 
nearly  all  of  these  retirees  live  in  state.     A  higher  level  of  benefits  received 
by  those  few  retirees  who  live  out  of  state  would  account  for  the  higher 
adjustment  payment. 

TAX  IMPACT  OF  SENATE  BILL  NO.  226  ON  MONTANA  RETIREES 

Equalizing  the  tax  treatment  of  retirement  income  had  a  significant  impact  on 
tax  liabilities  and  on  the  effective  tax  rates  of  federal  retirees,  a  lesser 
impact  on  state  and  local  retirees,  and  a  much  smaller  impact  on  private 
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retirees.    Based  on  the  personal  income  tax  simulation  model,  the  tax  liability 
for  federal  retirees  increased  from  $3.4  million  to  $10.5  million,  or  by  more 
than  200  percent.   The  tax  liability  for  state  and  local  retirees  increased  from 
$4.1  million  to  $7.2  million,  or  by  76  percent.   The  tax  liability  for  private 
retirees  increased  only  slightly,  from  $13.8  million  to  $14.5  million. 

There  are  slightly  more  households  in  Montana  with  federal  retirement 
income  than  households  with  state  and  local  retirement  income  (12,143 
federal  households  versus  1 1 ,449  state  and  local  households).    The  much 
larger  increase  in  tax  liability  for  federal  retirees  is  due  to  larger  average 
federal  retirement  income  by  income  bracket  than  is  the  case  for  state  and 
local  retirees. 

Changes  in  Effective  Tax  Rates  for  State  and  Local  Retirees 

Table  2  shows  the  changes  in  effective  tax  rates  by  expanded  income 
bracket  for  state  and  local  retirees  (including  teachers)  as  a  result  of  Senate 
Bill  No.  226.*    Overall,  the  average  effective  tax  rate  for  state  and  local 
retirees  increased  from  1.45  percent  to  2.55  percent.   Although  the  tax  rate 
increased  for  every  income  bracket,  it  remained  below  1  percent  for 
households  with  incomes  up  to  $16,000.    For  households  with  incomes 
above  $16,000,  the  increase  in  effective  tax  rates  appeared  much  higher 
than  before  the  enactment  of  Senate  Bill  No.  226.   The  effective  tax  rate  for 
households  in  the  $1  6, 000-to-$  18,000  income  bracket  increased  by  190 
percent.   The  percentage  increase  in  effective  tax  rates  for  each  subsequent 
income  bracket  gradually  decreased  from  190  percent  at  $16,000  to  13 
percent  for  household  income  in  excess  of  $100,000.   The  reason  for  this 
decline  by  income  bracket  is  that  previously  exempt  retirement  income 
makes  up  a  smaller  proportion  of  total  income  in  the  higher  income  ranges. 


Effective  tax  rates  for  the  lowest  income  brackets  for  each  category  of  retiree  may  be 
affected  by  out-of-state  retirees  whose  Montana  income  is  very  low  but  whose  combined 
federal  adjusted  gross  income  is  much  higher.  Thus,  effective  tax  rates  may  be  higher  than  they 
otherwise  would  be. 
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Table  2: 

Impact  of  Senate  Bill  No.  226  on 
Retirees 

Effective  Tax  Rates  for  State  and  Local 

Expanded 

Income  Bracket 

(Thousands  of 

Dollars) 

Number 

of 

Households 

Pre-SB226 
Effective 
Tax  Rate 

Post-SB226 
Effective 
Tax  Rate 

Effective 

Tax  Rate 

With 

Adj.  Payment 

0-2 

75 

0.01% 

0.05% 

-11.50% 

2-4 

222 

0.02% 

0.02% 

-2.44% 

4-6 

543 

0.03% 

0.05% 

-1.67% 

6-8 

723 

0.05% 

0.14% 

-1.40% 

8-10 

849 

0.08% 

0.24% 

-1.14% 

10-12 

818 

0.11% 

0.46% 

-0.94% 

12-14 

846 

0.19% 

0.65% 

-0.66% 

14-16 

745 

0.23% 

0.81% 

-0.48% 

16-18 

724 

0.36% 

1.05% 

-0.13% 

18-20 

622 

0.41% 

1.20% 

-0.02% 

20-25 

1,225 

0.57% 

1.53% 

0.42% 

25-30 

888 

0.87% 

1.93% 

0.95% 

30-35 

675 

1.17% 

2.60% 

1.75% 

35-50 

1,410 

1.58% 

3.17% 

2.46% 

50-70 

748 

2.30% 

3.81% 

3.25% 

70-100 

217 

3.04% 

4.46% 

4.04% 

100 -t- 

119 

4.74% 

5.37% 

5.20% 

Total  or 
Average 

1 1 ,449 

1.45% 

2.55% 

1.68% 

Source: 


Montana  Department  of  Revenue,  Personal  Income  Tax  Simulation  Mocjel 
Effective  tax  rates  calculated  by  Montana  Legislative  Council 


Table  2  also  shows  effective  tax  rates  adjusted  by  the  adjustment  payment. 
These  effective  tax  rates  were  calculated  by  multiplying  the  average 
household  state  and  local  retirement  benefits  (by  income  bracket)  by  2.5 
percent  times  the  number  of  households  in  each  bracket,  subtracting  the 
result  from  total  tax  liability,  and  dividing  the  result  by  expanded  income  in 
that  bracket.    Using  the  statutory  adjustment  rate  understates  the  total 
amount  paid  out.    However,  using  the  actual  adjustment  rate  would 
overstate  the  increased  benefit  because  average  retirement  income  includes 
benefits  received  by  out-of-state  residents. 
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Negative  effective  tax  rates  mean  that  the  adjustment  payment  more  than 
offset  not  only  the  increase  in  tax  liability  but  total  tax  liability  as  well.   The 
adjusted  effective  tax  rates  indicate  that  households  with  income  up  to 
$30,000  are  at  least  as  well  off  or  better  off  than  before  the  enactment  of 
Senate  Bill  No.  226.    Households  with  incomes  up  to  $30,000  account  for 
72  percent  of  all  households  receiving  state  and  local  retirement  benefits. 

Changes  in  Effective  Tax  Rates  for  Federal  and  Private  Retirees 

Table  3  shows  the  change  in  effective  tax  rates  for  federal  and  private 
retirees  as  a  result  of  Senate  Bill  No.  226.   The  increase  in  effective  tax 
rates  for  federal  retirees  was  generally  greater  than  the  increase  for  state 
and  local  retirees.    Overall,  the  average  effective  tax  rate  for  federal  retirees 
increased  from  slightly  under  1  percent  to  just  over  3  percent.   Prior  to 
enactment  of  Senate  Bill  No.  226,  the  effective  tax  rates  for  each  income 
bracket  were  lower  than  for  state  and  local  retirees.   Again,  this  is  because 
for  each  income  bracket,  average  retirement  benefits  for  federal  retirees  are 
greater  than  average  state  and  local  benefits. 

There  is  virtually  no  change  in  effective  tax  rates  for  private  retirees  with 
income  up  to  $30,000.    Effective  tax  rates  increase  above  this  income  level 
because  of  the  $2-for-$1  phaseout  provision. 
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Table  3: 

Impact  of  Senate  Bill  No.  226 

on  Effective  1 

ncome  Tax  Rat 

es  for  Federal  and  Private 

Retirees 

Federal  Retirees 

Private  Retirees 

Expanded 

Income 

Brackets 

Number 

Pre  SB226 

Post-SB226 

Number 

Pre-SB226 

Post-SB226 

(Thousands  of 

of 

Effective 

Effective 

of 

Effective 

Effective 

Dollars) 

Households 

Tax  Rates 

Tax  Rates 

Households 

Tax  Rates 

Tax  Rates 

0-2 

48 

0.00% 

0.05% 

215 

0.04% 

0.07% 

2-4 

50 

0.00% 

0.00% 

834 

0.04% 

0.05% 

4-6 

217 

0.01% 

0.07% 

1,423 

0.07% 

0.07% 

6-8 

424 

0.01  % 

0.21% 

1,710 

0.16% 

0.16% 

8-10 

655 

0.03% 

0.42% 

1,779 

0.24% 

0.24% 

10-12 

796 

0.05% 

0.68% 

1,535 

0.40% 

0.40% 

12-14 

866 

0.09% 

0.93% 

1,331 

0.59% 

0.59% 

14-16 

763 

0.12% 

1.14% 

1,160 

0.80% 

0.81% 

16-18 

729 

0.14% 

1.35% 

1,001 

1.02% 

1.03% 

18-20 

750 

0.19% 

1.51% 

873 

1.18% 

1.19% 

20-25 

1,504 

0.33% 

1.89% 

1,836 

1.51% 

1.52% 

25-30 

1,216 

0.49% 

2.33% 

1,275 

1.98% 

1.99% 

30-35 

854 

0.66% 

3.10% 

996 

2.30% 

2.47% 

35-50 

1,894 

1 .06% 

3.68% 

224 

2.89% 

3.14% 

50-70 

981 

1 .60% 

4.19% 

1,203 

3.47% 

3.74% 

70-100 

295 

2.08% 

4.74% 

545 

4.16% 

4.43% 

100 -H 

101 

2.98% 

5.71% 

392 

5.56% 

5.71% 

Total  or 

Average 

12,143 

0.98% 

3.08% 

18,332 

2.70% 

2.84% 

Source:       Montana  D< 

spartment  of  Revenue,  Personal  Income 

Tax  Simulation  t\ 

odel 

Effective  tax  rates  calculated  by  Montana  Legislative  Council 
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IMPACT  OF  INCREASING  THE  RETIREMENT  INCOME  EXEMPTION 

This  section  describes  the  fiscal  impact  on  state  revenue  collections  and 
changes  in  effective  tax  rates  resulting  from  increasing  the  retirement 
exemption  to  $5,000,  $8,000,  $12,000,  and  $16,000.    Each  of  these 
exemption  amounts  is  analyzed  with  no  phaseout  provision  and  with  a  $2- 
for-$1  phaseout  beginning  at  $30,000. 

Table  4  shows  the  revenue  impact  to  the  state  caused  by  increasing  the 
retirement  exemption  with  no  phaseout  provision.    Based  on  1989  data,  the 
Department  of  Revenue  estimated  that  the  total  tax  liability  for  all  retirees 
would  be  $32.2  million  ($7.2  million  for  state  and  local,  $10.5  million  for 
federal,  and  $14.5  million  for  private).   The  revenue  impacts  are  reductions 
to  those  estimated  amounts.  The  table  also  shows  the  net  effect  if  the 
adjustment  payment  is  reduced  by  the  amount  of  the  decrease  in  tax  liability 
for  state  and  local  retirees.   The  reduction  in  revenue  ranges  from  1  3  percent 
for  a  $5,000  exclusion  to  37  percent  for  a  $16,000  exclusion.    If  the 
adjustment  payment  is  reduced  proportionally,  the  respective  losses  range 
from  10  percent  to  27  percent. 


Table  4:                 Estimated  Revenue  Loss  From  Increasing  Retirement  income  Exemption  Amount  With 
No  Phaseout,  in  Thousands  of  Dollars 

Exclusion 

Amount 

(In  Dollars) 

State  & 

Local 

Retires 

Federal 
Retirees 

Private 
Retirees 

All 
Retirees 

Percent 

Revenue 

Reduction 

Loss  Less 
Retirement 
Adjustment 

Percent 
Revenue 
Reduction 

$5,000 

1,133 

1,911 

1,179 

4,223 

-13% 

3,090 

-10% 

$8,000 

1,935 

3,450 

1,843 

7,228 

-22% 

5,293 

-16% 

$12,000 

2,548 

4,816 

2,349 

9,713 

-30% 

7,165 

-22% 

$16,000 

2,841 

5,613 

2,635 

11,809 

-37% 

8,968 

-27% 

Source:       Montana  Department  of  Revenue,   1989  Personal  Income  Tax  Simulation  Model 
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Table  5  shows  the  revenue  impact  to  the  state  caused  by  increasing  the 
exemption  amounts  with  a  $2-for-$1  phaseout  beginning  at  $30,000.    The 
decline  in  revenue  loss  ranges  from  3  percent  to  14  percent,  with  no 
reduction  in  the  adjustment  payment.    With  the  reduction  in  the  adjustment 
payment,  the  decline  in  revenue  ranges  from  2  percent  to  9  percent. 


Table  5: 

Estimated  Revenue  Loss  From  Increasing  Retirement  Income  Exemption  Amount  With 
$2-for-$1  Phaseout,  in  Thousands  of  Dollars 

Exclusion 

Amount 

(In  Dollars) 

State  & 

Local 

Retirees 

Federal 
Retirees 

Private 
Retirees 

All 
Retirees 

Percent 

Revenue 

Reduction 

Loss  Less 
Retirement 
Adjustment 

Percent 
Revenue 
Reduction 

$5,000 

341 

537 

27 

905 

-3% 

564 

-2% 

$8,000 

854 

1,445 

75 

2,374 

-7% 

1,519 

-5% 

$12,000 

1,262 

2,238 

134 

3,635 

-1 1  % 

2,373 

-7% 

$16,000 

1,495 

2,750 

198 

4,443 

-14% 

2,948 

-9% 

Source:       Montane 

Department  of 

Revenue,   1989 

Personal  Incorr 

e  Tax  Simulatio 

n  Model 

Table  6  shows  the  effective  tax  rates  (exclusive  of  adjustment  payments  for 
Montana  public  retirees)  associated  with  each  of  the  exemption  amounts 
described  above. 

An  exemption  of  $16,000  would  restore  the  effective  tax  rates  faced  by 
almost  all  state  and  local  retirees  to  the  effective  tax  rates  prior  to  the 
enactment  of  Senate  Bill  No.  226.    Even  at  the  $8,000  exemption  level,  the 
average  effective  tax  rate  for  state  and  local  retirees  is  not  much  higher  than 
the  pre-Senate  Bill  No.  226  effective  tax  rates  (1 .87  percent  versus  1 .45 
percent).    An  exemption  of  $16,000  with  a  $2-for-$1  phaseout  would 
restore  the  pre-Senate  Bill  No.  226  effective  tax  rates  for  households  with 
income  up  to  $35,000  (78  percent  of  state  and  local  retiree  households). 
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Table  6: 

Effective  Tax  Rates  for 

Exclusion  Opt 

ions.  State  and  Local  Retirees 

Blanket  Exclusion 

Exclusion  With  $2-for-$1  Phaseout 

Expanded 

Income 

Bracket 

(Thousands 

of  Dollars) 

$5,000 
Exclusion 

$8,000 
Exclusion 

$12,000 
Exclusion 

$16,000 
Exclusion 

$5,000 
Exclusion 

$8,000 
Exclusion 

$12,000 
Exclusion 

$16,000 
Exclusion 

0-2 

0.01% 

0.01% 

0.01% 

0.01% 

0.05% 

0.03% 

0.03% 

0.03% 

2-4 

0.02% 

0.02% 

0.02% 

0.02% 

0.02% 

0.02% 

0.02% 

0.02% 

4-6 

0.03% 

0.03% 

0.03% 

0.03% 

0.04% 

0.04% 

0.03% 

0.03% 

6-8 

0.06% 

0.05% 

0.05% 

0.05% 

0.08% 

0.07% 

0.06% 

0.06% 

8-10 

0.13% 

0.08% 

0.08% 

0.08% 

0.14% 

0.09% 

0.09% 

0.09% 

10-12 

0.28% 

0.13% 

0.11% 

0.11% 

0.30% 

0.15% 

0.12% 

0.12% 

12-14 

0.44% 

0.24% 

0.19% 

0.19% 

0.45% 

0.25% 

0.20% 

0.20% 

14-16 

0.59% 

0.34% 

0.24% 

0.23% 

0.60% 

0.35% 

0.25% 

0.24% 

16-18 

0.82% 

0.53% 

0.39% 

0.36% 

0.84% 

0.55% 

0.42% 

0.40% 

18-20 

0.96% 

0.63% 

0.44% 

0.41% 

0.97% 

0.64% 

0.46% 

0.43% 

20-25 

1.28% 

0.92% 

0.68% 

0.60% 

1.29% 

0.95% 

0.71% 

0.64% 

25-30 

1.69% 

1.32% 

1.03% 

0.92% 

1.70% 

1.33% 

1 .04% 

0.93% 

30-35 

2.04% 

1.66% 

1.36% 

1.23% 

2.44% 

2.08% 

1.63% 

1.37% 

35-50 

2.55% 

2.20% 

1.89% 

1.72% 

3.11% 

2.99% 

2.86% 

2.72% 

50-70 

3.23% 

2.93% 

2.66% 

2.49% 

3.76% 

3.69% 

3.60% 

3.53% 

70-100 

3.96% 

3.75% 

3.54% 

3.39% 

4.45% 

4.43% 

4.41% 

4.38% 

100 -^ 

5.11% 

5.02% 

4.95% 

4.90% 

5.37% 

5.35% 

5.35% 

5.34% 

Average 

2.15% 

1.87% 

1.65% 

1.55% 

2.43% 

2.25% 

2.10% 

2.02% 

Source; 


Montana  Department  of  Revenue,   1989  Personal  Income  Tax  Simulation  Model 
Effective  tax  rates  calculated  by  Montana  Legislative  Council 


Table  7  and  Table  8  show  similar  information  on  effective  tax  rates  for 
private  and  federal  retirees,  respectively.    Under  the  blanket  exclusion 
options,  the  average  effective  tax  rates  for  private  retirees  fall  as  the 
exclusion  amount  increases.    However,  the  effective  tax  rates  remain  about 
the  same  for  income  levels  up  to  $1  6,000.    Under  the  phaseout  provisions, 
the  average  effective  tax  rates  are  constant  and  are  the  same  as  the  average 
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effective  tax  rates  under  Senate  Bill  No.  226  (see  Table  3).    One  reason  for 
this  is  that  average  private  retirement  income  increases  slowly  as  income 
rises  and  thus  is  a  smaller  fraction  of  total  income  as  income  rises  in  this 
retirement  group. 


Table  7: 

Effective 

Tax  Rates  for  Exclusion  Options,  Private  Retirees 

Bl 

anket  Exclusion 

Exc 

usion  With  $2-for-$1  Phaseout 

Expanded 

Income 

Bracket 

(Thousands 

of  Dollars) 

$5,000 
Exclusion 

$8,000 
Exclusion 

$12,000 
Exclusion 

$16,000 
Exclusion 

$5,000 
Exclusion 

$8,000 
Exclusion 

$12,000 
Exclusion 

$16,000 
Exclusion 

0-2 

0.04% 

0.04% 

0.04% 

0.04% 

0.07% 

0.07% 

0.07% 

0.07% 

2-4 

0.04% 

0.04% 

0.04% 

0.04% 

0.05% 

0.05% 

0.05% 

0.05% 

4-6 

0.06% 

0.06% 

0.06% 

0.06% 

0.07% 

0.07% 

0.07% 

0.07% 

6-8 

0.14% 

0.14% 

0.14% 

0.14% 

0.16% 

0.16% 

0.16% 

0.16% 

8-10 

0.19% 

0.18% 

0.18% 

0.18% 

0.24% 

0.24% 

0.24% 

0.24% 

10-12 

0.34% 

0.30% 

0.30% 

0.30% 

0.40% 

0.40% 

0.40% 

0.40% 

12-14 

0.49% 

0.43% 

0.42% 

0.42% 

0.59% 

0.59% 

0.59% 

0.59% 

14-16 

0.68% 

0.57% 

0.55% 

0.55% 

0.80% 

0.80% 

0.80% 

0.80% 

16-18 

0.89% 

0.75% 

0.70% 

0.70% 

1.02% 

1.02% 

1.02% 

1.02% 

18-20 

1.07% 

0.93% 

0.87% 

0.86% 

1.19% 

1.19% 

1.18% 

1.18% 

20-25 

1.38% 

1.20% 

1.10% 

1.08% 

1.51% 

1.51% 

1.51% 

1.51% 

25-30 

1.85% 

1.65% 

1.52% 

1.46% 

1.99% 

1.99% 

1.99% 

1.99% 

30-35 

2.18% 

2.00% 

1.86% 

1.79% 

2.43% 

2.37% 

2.31% 

2.30% 

35-50 

2.79% 

2.62% 

2.47% 

2.38% 

3.14% 

3.12% 

3.09% 

3.05% 

50-70 

3.38% 

3.22% 

3.08% 

2.99% 

3.73% 

3.72% 

3.70% 

3.68% 

70-100 

4.08% 

3.94% 

3.81% 

3.71% 

4.43% 

4.43% 

4.42% 

4.41% 

100-^ 

5.52% 

5.45% 

5.37% 

5.31% 

5.71% 

5.70% 

5.70% 

5.70% 

Average 

2.61% 

2.48% 

2.38% 

2.32% 

2.83% 

2.82% 

2.81% 

2.80% 

Source:       Montana  Department  of  Revenue,   1989  Personal  Income  Tax  Simulation  Model 
Effective  tax  rates  calculated  by  Montana  Legislative  Council 


The  average  effective  tax  rates  for  federal  retirees  fall  under  both  the  blanket 
exemption  and  the  exemption  with  the  phaseout  provision.    As  a  group, 
federal  retirees  would  be  much  better  off  under  any  of  these  options  than 
under  Senate  Bill  No.  226  because  of  their  much  higher  average  benefits. 
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Obviously,  increasing  the  exemption  amount  with  no  phaseout  is  much  more 
costly  to  the  state  than  with  a  phaseout  provision.    For  example,  the  cost  to 
the  state  for  a  $16,000  exemption  with  a  $2-for-$1  phaseout  is  less  than 
the  $5,000  exemption  with  no  phaseout.    Clearly,  federal  retirees  would  be 
better  off  under  either  provision,  regardless  of  the  exemption  amount.    State 
and  local  retirees  would  be  better  off  under  either  provision,  assuming  the 
continuation  of  an  adjustment  payment.    Private  retirees,  as  a  group,  are 
better  off  under  the  blanket  exclusion. 


Table  8:                 Effective  Tax  Rates  for  Exclusion  Options,  Federal  Retirees 

Blanket  Exclusion 

Exclusion  With  $2-for-$1  Phaseout 

Expanded 

Income 

Bracket 

(Thousands 

of  Dollars) 

$5,000 
Exclusion 

$8,000 
Exclusion 

$12,000 
Exclusion 

$16,000 
Exclusion 

$5,000 
Exclusion 

$8,000 
Exclusion 

$12,000 
Exclusion 

$16,000 
Exclusion 

0-2 

0.00% 

0.00% 

0.00% 

0.00% 

0.05% 

0.05% 

0.00% 

0.00% 

2-4 

0.00% 

0.00% 

0.00% 

0.00% 

0.00% 

0.00% 

0.00% 

0.00% 

4-6 

0.01% 

0.01% 

0.01  % 

0.01% 

0.04% 

0.04% 

0.03% 

0.03% 

6-8 

0.06% 

0.01% 

0.01  % 

0.01  % 

0.07% 

0.03% 

0.03% 

0.03% 

8-10 

0.18% 

0.03% 

0.03% 

0.03% 

0.20% 

0.05% 

0.04% 

0.04% 

10-12 

0.38% 

0.09% 

0.05% 

0.05% 

0.40% 

0.13% 

0.08% 

0.08% 

12-14 

0.60% 

0.21% 

0.09% 

0.09% 

0.62% 

0.23% 

0.12% 

0.11% 

14-16 

0.81% 

0.36% 

0.14% 

0.12% 

0.82% 

0.38% 

0.16% 

0.14% 

16-18 

1.02% 

0.51% 

0.20% 

0.15% 

1.03% 

0.53% 

0.22% 

0.16% 

18-20 

1.18% 

0.66% 

0.30% 

0.20% 

1.20% 

0.69% 

0.34% 

0.23% 

20-25 

1.55% 

1 .00% 

0.57% 

0.39% 

1.57% 

1.02% 

0.60% 

0.42% 

25-30 

1.99% 

1.41% 

0.91% 

0.65% 

2.01% 

1.45% 

0.95% 

0.70% 

30-35 

2.36% 

1 .80% 

1.26% 

0.94% 

2.88% 

2.38% 

1.74% 

1.28% 

35-50 

2.85% 

2.34% 

1 .84% 

1.51% 

3.62% 

3.49% 

3.32% 

3.11% 

50-70 

3.46% 

3.04% 

2.59% 

2.27% 

4.17% 

4.12% 

4.06% 

3.99% 

70-100 

4.13% 

3.80% 

3.42% 

3.11% 

4.73% 

4.71% 

4.68% 

4.65% 

100 -H 

5.45% 

5.32% 

5.16% 

5.02% 

5.71% 

5.71% 

5.71% 

5.71% 

Average 

2.52% 

2.07% 

1.67% 

1.44% 

2.92% 

2.65% 

2.42% 

2.27% 

Source: 


Montana  Department  of  Revenue,    1989  Personal  Income  Tax  Simulation  Model 
Effective  tax  rates  calculated  by  Montana  Legislative  Council 
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CONCLUSION  AND  OBSERVATIONS 

Senate  Bill  No.  226  was  enacted  in  1991  in  response  to  the  Davis  decision. 
The  bill  equalized  the  taxation  of  retirement  income  and  provided  an 
adjustment  payment  to  state  and  local  retirees  to  offset  the  loss  of  the  full 
exemption  of  retirement  income  to  which  they  were  historically  entitled. 

This  chapter  has  described  the  tax  impact  of  Senate  Bill  No.  226  on  all 
categories  of  retirees.    Based  on  the  analysis,  it  appears  that  most  Montana 
public  retirees  are  at  least  as  well  off  under  Senate  Bill  No.  226  as  before  its 
enactment.    Federal  retirees  are  worse  off,  but  probably  no  worse  off  than 
before  Davis,  except  to  the  extent  that  the  phaseout  provision  affects  their 
tax  liability.    Private  retirees  were  little  affected  by  Senate  Bill  No.  226. 

Unfortunately,  the  information  presented  in  this  chapter  must  be  interpreted 
cautiously  because  it  is  based  on  1989  tax  year  data.   Although  the  analysis 
does  not  measure  the  actual  impact  of  Senate  Bill  No.  226,  it  does  provide 
insights  as  to  its  effect. 

This  chapter  also  presents  some  options  for  increasing  the  exemption 
amount  for  all  retirees.   The  fiscal  impact  to  the  state  and  the  tax  impact  on 
retirees  resulting  from  increasing  the  exemption  amount  are  estimated.   The 
options  were  chosen  because  they  are  similar  to  proposals  previously 
considered  by  the  Montana  Legislature.   The  phaseout  options  are  in  line 
with  policy  established  in  Senate  Bill  No.  226. 

There  are  innumerable  other  options  that  could  be  considered.    Most 
proposals  have  dealt  with  the  level  of  the  exemption  of  retirement  income. 
Another  option  would  be  to  exempt  a  certain  level  of  income,  regardless  of 
source.    For  example,  in  response  to  Davis,  New  Mexico  repealed  the  full 
exemption  of  state  and  local  retirement  income  and  the  $3,000  exemption 
for  federal  retirees.    Under  law  in  effect  prior  to  Davis  and  still  in  effect. 
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taxpayers  65  years  of  age  and  older  may  exclude  up  to  $8,000  of  income, 
regardless  of  source.* 

Another  option  would  be  to  change  the  phaseout  rate  or  the  level  of  income 
at  which  the  phaseout  is  effective.    For  example,  Utah  allows  retirees  under 
the  age  of  65  to  exclude  up  to  $4,800  of  retirement  income,  regardless  of 
source.   The  exclusion  is  phased  out  by  50  cents  for  every  $1  above  certain 
levels  of  income,  depending  on  filing  status.    Retirees  65  years  of  age  and 
older  are  allowed  a  $7,500  personal  exclusion,  phased  out  in  the  same 
manner  as  the  retirement  exemption. 


See  Chapter  Two  for  a  discussion  of  what  other  states  have  done  in  response  to  Davis. 
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EPILOGUE 
COMMITTEE  ACTION 

The  Revenue  Oversight  Committee  did  not  consider  any  recommendations 
concerning  the  taxation  of  retirement  income  in  Montana.    At  the  August 
24,  1992,  Committee  meeting.  Senator  Eck  noted  that  any  changes  in  the 
taxation  of  retirement  income  may  be  adopted  within  the  context  of  other 
general  tax  reform  proposals.    A  number  of  bill  draft  requests  for  revising  the 
state's  tax  structure  have  already  been  submitted,  and,  doubtless,  several 
more  will  be  submitted.    In  the  absence  of  specific  alternatives  dealing  with 
taxation  of  retirement  income,  the  final  result  will  depend  on  the  nature  of 
the  major  tax  changes,  if  any,  that  are  adopted  and  on  the  Legislature's 
collective  sense  of  what  constitutes  the  equitable  taxation  of  retirement 
income.    The  information  in  this  report,  however,  may  provide  insight  as  to 
the  kind  of  alternatives  that  may  be  considered.    In  addition,  the 
development  of  the  tax  year  1991  data  base  will  give  more  current 
information  to  the  53rd  Legislature  on  the  fiscal  impact  of  changes  to 
existing  law  than  could  be  provided  in  this  report. 

SHEEHY  II 

Whatever  policy  is  adopted  for  the  taxation  of  retirement  income,  it  is 
unlikely  that  the   53rd  Legislature  will  be  compelled  to  reconsider  the 
provisions  of  Senate  Bill  No.  226  because  of  Sheehy  II.    On  August  18, 
1992,  Judge  Thomas  Honzel,  Montana  First  Judicial  District  of  Lewis  and 
Clark  County,  denied  on  all  complaints  the  plaintiffs'  motion  for  summary 
judgment  and  upheld  the  new  method  of  taxing  retirement  income.   The 
plaintiffs  have  filed  an  appeal  to  the  Montana  Supreme  Court. 
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SHEEHY  I 

The  plaintiffs  in  Sheehv  I  have  appealed  to  the  U.S.  Supreme  Court  the 
Montana  Supreme  Court  decision  that  federal  retirees  are  not  entitled  to 
refunds  on  taxes  paid  prior  to  Davis.    The  U.S.  Supreme  Court  has  granted  a 
writ  of  certiorari  in  a  similar  case.  Harper  v.  Virginia.    Oral  arguments  for  that 
case  are  scheduled  for  November  1992.    According  to  the  Montana 
Department  of  Revenue,  the  U.S.  Supreme  Court  will  be  unlikely  to  act  on 
Sheehy  I  until  after  a  decision  in  the  Harper  case.    In  addition,  Montana  is 
joining  with  several  other  states  in  an  amicus  brief  arguing  that  a  retroactive 
application  of  Davis  should  not  be  applied.* 
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Memorandum  (Summary  of  Significant  Litigation)  from  Dave  Woodgerd,  Chief  Legal 
Counsel,  Montana  Department  of  Revenue,  to  the  Revenue  Oversight  Committee,  September 
18,  1992. 
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